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Coming— The following three addresses 
could not be published with the other Uni- 
versity of Chicago conference papers this 
month as there just were not enough pages 
in this issue: 

“Tax Considerations in Business Lease Ar- 
rangements,'’ which is an examination of 
leases of business property for terms co- 


extensive with a useful life of the property, 
by Vance N. Kirby. 


“The Past and Future of Deferring Income 
and Reserving for Expenses,’’ which is an 
analysis of accounting for prepaid income 
and reserves for estimated expenses under 
battered Sections 452 and 462, by Michael 
J. Sporrer. 

“Depreciation for Tax Purposes,’’ which 
discusses the impact of the choice of depre- 
ciation methods on financial and manage- 
ment decisions, by Thomas J. Graves. 
These three papers will appear in our Janu- 
ary, 1956 issue. 








Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank Ciscussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Hditor, Henry L. Stewart: 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson 
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Administrative... 


A FRIEND gave the taxpayer a ticket toa 
drawing on an auto and he won. The value of the auto was tax- 
able income to the taxpayer.—S ykes, CCH Dec. 21,260, 24 TC —, 
No. 131. The gift here was of the ticket not the automobile. 
There was another case where the taxpayer’s maid entered his 
name in a sweepstakes and he won an automobile. The value of 
the auto was nevertheless income.—Reynolds v. U. S., 54-1 uste 
{ 9297 (DC Calif.). 


‘Two interesting sidelights on the Sykes decision: The auto 
was donated by the manufacturers to the club which held the 
drawing. The winner, Sykes, gave the auto to a charity which 
sold it, then he deducted its value from his income as a contribu- 


tion to charity—probably all right, but he neglected to first 
include it in his income. 


rn 

| HE Jack Benny decision shows good use of 
capital gains provisions. The “39-year-old” performer owned 
60 per cent of the stock in a corporation, which among other 
things produced radio shows. Benny had no contract with this 
corporation but he had a contract for personal services with the 
American Tobacco Company. The corporation contracted with 
American Tobacco Company to produce a series of radio shows, 
using Mr. Benny. In other words, the sponsor agreed to furnish 
its own star. A tax angle came into being when the Columbia 
Broadcasting System, Inc. purchased all of the stock of the cor- 
poration for $2,260,000. The gain on the sale of the stock was 
not compensation for the personal services of Mr. Benny and, 
consequently, not ordinary income. Here is how the court said it: 


Underlying the respondent’s [Commissioner] determination 
of the deficiency is his belief that the whole transaction here in 
question was a deliberate scheme for improper tax avoidance. 
We think there is no question but that the selling stockholders 
and those acting for them, as well as NBC and CBS, were all 
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conscious of the tax consequences of the sale of the stock. We, 
however, cannot agree with the respondent’s suggestion that the 
petitioner’s [Benny] concern over the consequences of the sale, 
tax-wise, raises sinister implications that the outward appearance 
of the transaction was merely a cloak for a deliberate scheme of 
tax avoidance. We appreciate the respondent’s diligence in 
guarding the revenues; but it has long been recognized that a 
taxpayer may decrease the amount of what otherwise would be 
his taxes or altogether avoid them by any means which the law 
permits.”—Benny, CCH Dec. 21,315, 25 TC —, No. 28. Judge 
Harron writes a strong and plausible dissent. 


An ITHER ENTERTAINER, Tony Martin, 
didn’t do so well profitwise. Tony Martin and others financed 
the making of a picture with Martin as the star, and it didn’t do 
so well financially. The tax question was whether Martin’s bad 
debt loss was a business bad debt or a loss incurred from non- 
business bad debt. A business bad debt is deductible in full in 
the year in which it becomes worthless. Nonbusiness bad debts 
are treated as short-term capital losses. The Commissioner con- 
tended that certain loans made to the producing company were 
nonbusiness bad debts because Martin was not in the business 


of producing motion pictures or financing the production of mo- 
tion pictures. 


In spite of this, the Tax Court (CCH Dec. 21,292, 25 TC —, 
No. 15), held that the loss arising from the loans Martin made 
were deductible in full. Martin was a performer, but there were 
sufficient reasons why he should produce a picture to further his 
business as a performer. 


‘. 

‘| HE WORDS “ordinary” and “necessary” in 
the section permitting deduction for expenses are strictly con- 
strued, and must relate to the doing of business. An expenditure 
for the purpose of creating an opportunity to do business later is 
not an ordinary and necessary expense.—Revere Racing Associa- 
tion, Inc., v. Scanlon, 55-2 ustc § 9737 (DC Mass.). 


(ZOVERNMENT takes Lo Bue stock option 
case to the Supreme Court (55-1 uste § 9505 (CA-3)). Here 
the Tax Court held that options to purchase stock in the em- 
ployer’s corporation granted and exercised by the employee gave 
the employee a proprietary interest—they were not intended as 
compensation. Hence, the difference between the purchase price 
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and the market value was not taxable to the employee and no 
gain was realized by the exercisor of the options. This was a 
1946-1947 transaction. The government contends that this deci- 
sion, as it now stands, conflicts with the Supreme Court definition 
of gross income, wherein it was held that it was the intention of 
Congress to tax all gains except those spec‘fically exempted. 


R ELIANCE upon statements of persons in 
local tax collector’s office who assisted in the preparation of in- 
come tax returns did not constitute reasonable cause for failure 


to file the declaration.—Jaeger, CCH Dec. 21,297(M), 14 TCM 
1104. 


"TAXPAYER CONTENDED he supplied more 
than one half of the support of two daughters living with his 
divorced wife. He is in the unfortunate position of having to rely 
upon the testimony of his divorced wife for proof of the total 
amount expended in maintaining the children, who lived with her. 
Even granting the correctness of his assertion that his former 
wife’s testimony may have been exaggerated and unreliable, there 
is no escape from the conclusion that, “if we [Tax Court] discard 
it the record is barren of any evidence in this vital area. Peti- 
tioner is merely left with an unproved case.” The credit for 
dependents was denied.—Sijan, CCH Dec. 21,303(M). 14 TCM 
1109. 


J UST ISSUED—new proposed regulations on 
depreciation—replacing those issued in September, 1954. New 
Regs. show application of declining balance and sum-of-the-year’s- 
digits methods. Long decimal tables are included to make com- 
putation for any period of remaining life of asset easy. . . . New 
proposed Regs. on capital gain and loss Sections 1201-1223 have 
just been issued. . . . A pension plan may qualify under the 1939 
Code, Section 165(a), even though it provides for fixed benefits 
and a stated rate of contributions, and is negotiated pursuant to 
a union contract which may be terminated at the end of five years. 
Rev. Rul. 55-681. . . . Rev. Ruls. 55-685 to 55-687 discuss dif- 
ferent types of situations for the use of documentary stamps on 
transfers of shares of stock from a decedent . . . interest-bearing 
promissory notes payable at the end of three years when given 
for loans from a number of banks are not debentures upon which 
a stamp is required.—Smith v. Curtis Publishing Company, 55-1 
ustc § 49,114 (CA-3). 
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Herman T. Reiling, Assistant 
Chief Counsel for the Service . . . 


Toward a Better Law 


Washington Tax Talk 





Our Cover 


Featured on our cover this month is 
Herman T. Reiling, Assistant Chief Counsel 
for the Internal Revenue Service, a recog- 
nized authority on tax law ad- 
ministration. 


and its 


Mr. Reiling was recently assigned juris- 
diction over the Interpretative Division, the 
Legislation and Regulations Division, and 
the Alcohol and Tobacco Tax Legal Divi- 
sion of the Office of the Chief Counsel. 
These operating divisions now under Mr. 
Reiling’s supervision are of extreme impor- 
tance to the effective operation of the In- 
ternal Revenue Service. It is through the 
work of these divisions that our whole ad- 
ministrative system of taxing authority is 
developed. It is here that the statutes are 
analyzed and interpreted, and the vast web 
of regulatory administrative law for their 
enforcement is constantly under preparation 
and in review. During this crucial period 
of drafting and reviewing new regulations 
under the new 1954 Internal Revenue Code, 
both the Internal Revenue Service and the 
taxpayer will benefit by Mr. Reiling’s vast 
knowledge of federal tax law. 


He assumes the responsibility for the 
direction of this work with a background 
of experience dating from 1935 when he 
first entered the Office of the Chief Counsel. 
He has served successfully as Principal At- 
torney, Assistant Head of Legislation and 
Regulations Division, Special Assistant to 
the Chief Counsel, Assistant Chief Counsel 
(Claims), and presently as Assistant Chief 
Counsel (Technical). During the defense and 
war periods he served as internal revenue rep- 
resentative to handle and expedite all tax mat- 
ters respecting government contracts, war 
facilities, renegotiation, contract termina- 
tions, and conversion to peacetime oper- 
ations. 


Mr. Reiling is the author of numerous 
published articles on federal and state tax- 
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ation. Recent articles by Mr. Reiling ap- 
pearing in Taxes—The Tax Magazine are 
“Developing a Law of Income Taxation,” 
July, 1954; “Practical Legal Aspects of Tax 
Accounting,” December, 1952; “Tax Ac- 
counting and Abnormal Income,” June, 
1952; and “Income Tax Problems in Na- 


tional Defense,” December, 1951. 
He is a graduate of Southern Illinois 
University. He received his LL.B. from 


the University of Chicago, and studied ad- 
vanced accounting at the Y. M. C. A. Cen- 
tral College in Chicago, Illinois. Prior to 
his appointment in the Office of the Chief 
Counsel in 1935, he practiced law with the 
firm of KixMiller, Baar & Morris in Chi- 
cago, specializing in federal tax law. During 
that time he was an instructor in federal 
tax law at Loyola University, and part-time 
instructor at DePaul University, both in 
Chicago. He was coeditor of Consolidated 
U. S. Income Tax Laws, 545 U. S. Tax Cases, 
and editor of the KixMiller and Baar Pro 
cedure and Practice Before the U. S. Board 


of Tax Appeals. 


He is a member of the American Bar As 
sociation, the Illinois bar and the Federal Bar 
Association, and is on the Advisory Com- 
mittee of the American University Institute 
on Federal Taxes. 


The Congress 


“One of the most important programs 
which will contribute to or detract from 
achieving steady economic growth in the 
years ahead is our federal tax policy.” 


This statement by Wilbur D. Mills, chair- 
man of the Subcommittee on Tax Policy, 
sets the stage for hearings in December be- 
fore the Subcommittee on Tax Policy of the 
Joint Committee on the Economic Report. The 
previous report, Potential Economic Growth 
of the United States During the Next Decade, 
points out that we can increase our national 
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production by 50 per cent and that we can 
raise our standard of living at least 30 per 
cent with total production exceeding $535 
billion by 1965. 


The subcommittee asked a distinguished 
panel of experts to submit their views on 
the provocative question: Will taxation and 
tax methods stunt this necessary growth? 


These panelists submitted their views in 
advance of the December hearings and they 
have just published under the title 


Federal Tax Policy for Economic Growth and 
Stability 


be en 


The 17 areas covered by the papers sub- 
mitted by the panelists were these: 


1. Focus of tax policy: short-run stabili- 
zation and long-run growth. 


2. Impact of federal taxation on the dis- 


tribution of real income and levels of con- 
sumption 


3. Impact of federal taxation on the 


amount and character of private investment. 


4. Impact of federal taxation on manage- 
ment and entrepreneurial: efforts and on 
type of remuneration; effects on labor sup- 
ply and professional skills 

5. Relative emphasis in tax policy on en- 
couragement of consumption or investment. 


and 


6. Economic impact of 


contraction of the base. 


expansion 


7. Relationship of expansion and deduc- 
tions in the individual 
stability 


income tax to eco- 
nomi and growth 


8. Economics of capital gains taxation. 


9. Impact of federal taxation on natural 
resources development 

10. Effectiveness of tax depreciation pol- 
icy im counteracting economic fluctuations 
and promoting economic growth 

11. Growth of commodity taxation in tax 
policy for steady growth 


12. Corporate income taxation. 
13. Taxation of small business. 


14. Relationship of the taxation of income 
derived abroad to form economic policy. 

15. Economic significance of deferred com- 
pensation and pension plans, 

16. Federal, state local 
fiscal and their significance for 
economic stability and growth 


and government 


relations 


17. Impact of federal estate and gift taxa- 
tion 


Speaking of taxation and capital forma- 
tion, Paul W. McCracken of the University 
of Michigan says that “a high rate of private 
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investment is important to economic welfare 
for at least two fairly distinct separable 
reasons.” 

One reason is the relationship of capital 
expenditures or investment to the business 
cycle, for depressions and unemployment 
are very difficult to avoid unless outlays of 
private capital are reasonably well main- 
tained. During the depression there was an 
84 per cent decline in these outlays, but if 
markets for a full output are to be main- 
tained, private investment must hold high 
because this is the process by which saved 
dollars are borrowed and put back into the 
spending stream. The second reason is that 
a high level of private investment is neces- 
sary to our economic welfare. Professor 
McCracken says: “A level amount of capital 
per worker is essential if high productivity 
and living standards are to be achieved 
And private investment is the process by 
which this capital formation comes about.” 
There is now about $11,000 of reproducible 
wealth per person in the work force. The 
economy needs a net capital formation to 
the extent of at least $11,000 per new person 
in the labor force in order to maintain this 
standard. 

Crawford H. Greenewalt, of E. I. du Pont 
de Nemours and Company, discusses the 
effect of high tax rates on executive incen- 
tive. Incentives differ with different people. 
Some are attracted by promise of prestige, 
others are interested in leisure time, others 
seek sense of rank and others seek power. 
“However, the strongest and most desirable 
incentive is financial reward.” But it is 
the only reward that can be cut down on 
a basis of a fixed percentage. “We do not 
for example withhold 91% of an Oscar 
going to the best moving picture actress of 
the year. The winner of the Nobel prize 
does not have to give the government a 
certain percentage of the prestige accruing 
to him. We are . penalizing only 
one manifestation of success, and this seems 
to me, frankly, not only unfair but, for the 
future, a dangerous practice.” The 
effect of high income tax rates on long- 
range monetary incentives is that they make 
it more difficult to persuade young men with 
real ability to enter business and high tax 
rates also make it increasingly difficult to 
persuade men of ability who have risen to 
the point where they are in sight of reaching 
their top capacity to keep on going. 

Herbert A. Leggett, of the Valley Na- 
tional Bank of Phoenix, Arizona, submitted 
his views on the effect of corporate income 
tax on corporate financing. 


(Continued on page 972) 
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Tuis ISSUE is devoted to the papers presented 
at the Eighth Annual Federal Tax Conference of 
the University of Chicago Law School. These papers 
were prepared as a basis for lectures and discussion. 
The panel discussions were not transcribed and are 
not published. Because of limitations of space in 
this issue, it unfortunately is necessary to omit the 
papers on business problems and tax accounting, 
which were the subject of the morning session on 
October 28. The three papers from this session are 
“Tax Considerations in Business Lease Arrange- 
ments,’” by Vance N. Kirby; ‘The Past and Future 
of Deferring Income and Reserving for Expenses,” 
by Michael J. Sporrer; and ‘Depreciation for Tax 
Purposes,"’ by Thomas J. Graves. All of them will 
appear in the January, 1956 TAXES. 


This year the conference program emphasized a 
second look at the new Code after a year of experi- 
ence with it. The details of the program were, as 
usual, planned by a committee of attorneys, ac- 
countants and members of the law school faculty 
experienced in the tax field. The planning com- 
mittee endeavored to select the most timely subjects 
and to have them analyzed by men known for their 
ability and familiarity with these technical aspects 
of taxation. 


PLANNING COMMITTEE 


William N. Haddad, Chairman, Bell, Boyd, Marshall and Lloyd 


Walter J. Blum, Professor of Law, The University of Chicago Law School 


Frederick O. Dicus, Chapman and Cutler 

William M. Emery, McDermott, Will and Emery 
James D. Head, Winston, Strawn, Black and Towner 
Paul F, Johnson, Ernst and Ernst 


Robert R. Jorgensen, Sears, Roebuck and Company 


William A. McSwain, Eckhart, Klein, McSwain and Campbell 
James M. Ratcliffe, Assistant Dean, The University of Chicago Law School 


Frederick R. Sheare:, Mayer, Friedlich, Spiess, Tierney, Brown and Platt 


Michael J. Sporrer, Arthur Andersen and Company 


Harry B. Sutter, Hopkins, Sutter, Halls, Owen and Mulroy 
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Topics: Administrative Policy; Tax Fraud Problems 


Chairman: William N. Haddad 


The Government Lawyer: 


HIS RELATION TO THE GOVERNMENT, THE TAXPAYER 
AND THE TAXPAYER'S REPRESENTATIVE 


By JOHN POTTS BARNES, Chief Counsel, Internal Revenue Service 


fs WENTY-NINE YEARS AGO—in Sep- 
tember, 1926—I entered the employ of 
the then general counsel of the Bureau of 
Internal Revenue as a special attorney. I 
served there for almost five years, although 
my service was not continuous, being inter 
rupted by two years spent in the employ 
of another government agency. 

At the time of entering the service of the 
general counsel, I had been engaged in the 
practice of law only two years. With this 
limited experience, I had little by which 
to judge the capabilities and performance 
of the attorneys in the general counsel’s 
office. Moreover, undoubtedly I was af- 
fected by youthful impressionability. But 
making full allowance for these factors, as 
I now look back to those years, I still 
am impressed by the caliber and perform- 
ance of the Bureau lawyers of that era. I 
was not conscious then, nor am I now, that 
they were infected with the virus of govern- 
ment bias. This is not to deny that there 
were some who—due to mental laziness, lack 
of self-confidence, or bias—seldom gave a 
taxpayer a break. But by and large the at- 
torneys in their approach to, and solution 
of, legal problems performed as lawyers. 

Certainly, for myself, I can say that I 
was not conscious of a government warp in 
my emotional or rational make-up, I took 
it for granted then, and I believe now in 
retrospect, that I could bring to bear upon 
my cases as great a degree of objectivity as 
the average nongovernment lawyer brings 
to his cases. I find some support for the 
belief and hope that I, as a Bureau lawyer, 
dealt fairly and considerately with tax 
payers’ attorneys in the recollection of the 
assistance rendered to so many of them in 
the form of advice as to available remedies, 
pleadings, preparation for trial and other 
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such matters. One case in particular comes 
to mind. It involved a question of invested 
capital under the World War I excess prof- 
its tax. The plaintiff was represented by an 
able and gentlemanly lawyer who, however, 
was inexperienced in the tax field and com- 
pletely baffled by the intricacies of the ex- 
cess profits tax law. As the time for trial 
approached, he confessed to me that he 
would be unable to try the case because he 
could not ascertain the facts and, particu- 
larly, could not make the computations. 
Accordingly, I took over for him, worked 
out all of his computations and other facts, 
and incorporated them in a stipulation, upon 
which the case was submitted After the 
case was decided in favor of the govern- 
ment and closed, he sent me a box of very 
excellent cigars with a note thanking me for 
my help. Incidentally, | smoked the cigars. 

Last May, after an interval of 22 years, 
I returned to the office of the general coun- 
sel, whose title in the meantime had been 
changed to chief counsel, as you know. 
During that interval, as the attorney for 
taxpayers, I sat opposite the attorneys of 
the chief counsel's office at the conference 
or counsel table. My interests were those 
of taxpayers instead of the government. 
And my contacts and associations were 
mainly with other taxpayers’ attorneys in 
stead of internal revenue attorneys. 

During this period I not infrequently 
heard complaints from other taxpayer at- 
torneys about the arbitrary and unreason- 
able attitude of internal revenue lawyers. 
In fact, there seemed to exist, in the belief 
of some, a “government attitude,” which 
characterized the thinking of those lawyers 
I must confess that on an occasion or two 
I felt that I—or my client—was the victim 
of this “government attitude.” 
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Mr. Barnes, former Chicago attorney, 
was appointed as Chief Counsel of the 
Service on April 29, 1955, and took 
the oath of office on May 9. 


Last May, when I again became an in 
ternal revenue attorney, I was curious, first, 
to find whether the “government attitude” 
does in fact exist and, second, to learn what 
my own reactions to my new environment 
would be Would 
however subtle, from a normal taxpayers’ 
agreeable and practi 
cally always right—into an arbitrary legal 
technician with the 


Now, after a short time, ad- 
mittedly, but long enough, | 
reaching an informed judgment 
to report 


l experience a change, 


lawyer—reasonable, 


“vovernment attitude”? 


544 months 
believe, for 
| am ready 
As for myself, I have not sensed 
At least, to myself I seem to 


same as ] 


any change. 
be the 
internal 


was before I became an 
revenue lawyer. In my 
their 


contacts 


with taxpayers and representatives, 
I believe that I am no less courteous and 
considerate than | 


attorney, in my 


was, aS a taxpayers’ 


contacts with 
Internal Revenue Service. In 
my appraach to legal problems, I still try 
to be lawyer-like—that is to 


the law as applied to the 


representa 
tives of the 
say, I seek 
the answer in 
facts, uninfluenced within human limitations 
by extraneous factors. I believe that I am 
interested in obtaining the right answer and 
have no desire to withhold from a taxpayer 
the benefit of the 
favors 


when it 
that I 
experience no pain or distress when I par 


right answer 


him, And I can assure you 
ticipate in a ruling or other action favorable 
to a taxpayer 


Nor do I think that this estimate of my 
own attitude applies uniquely to me. That 
it also applies generally to the attorneys in 
the office of the chief counsel is my firm 
In short, I am able to find no 
thing as the “government attitude.” 
In our further examination of this subject, 
it may be helpful to approach it from the 
standpoint of what may rightfully be ex- 
pected of an internal revenue attorney in 
his relation to taxpayers or their representa- 
tives and to the government. 


The government attorney, in many as 
pects of his relation to taxpayers’ attorneys, 
is on no different footing than he would be 
if he were representing a nongovernment 
client. This is true with respect to the 
matter of deportment. Attorneys have an 
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conviction 
such 
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obligation of courteous conduct toward op- 


posing attorneys and their clients; and this 
obligation rests upon internal revenue attor- 
neys. But also are 


under the same obligation of courteous con- 


taxpayers’ attorneys 
duct toward internal revenue attorneys and 
other representatives 
vidual this obligation depends 
primarily upon his own temperament and 
personality, not upon his employment; hence, 
it can be assumed—and 
knowledge | 
internal 
this 


How well any indi- 
discharges 


from my 
believe it to be a 
revenue 


own 
fact—that 
attorneys do as well in 


matter as do taxpayers’ attorneys. 


It is hardly needful to say that internal 
revenue lawyers owe to taxpayers and their 
representatives the duty of honest and fair 
dealing. But this is a duty common to all 
lawyers, without regard to whom they rep 
resent, and taxpayers’ attorneys also labor 
under this duty in 
government I 
attorneys in the 


relations to the 
doubt that the 
chief counsel’s office dis- 
charge this duty as completely as do tax 
payers’ their 


their 
have no 


attorneys in relations with 


each other. 

In his relation to his client 
ment-—the internal revenue attorney owes 
all of the duties that any lawyer owes to any 
client. He owes the duty of fidelity to his 
client's interests—even to the extent of sub 
ordinating his 


—the govern- 


own personal interests to 
those of his client, where there is conflict 
between the two sets of interests. He 
the duty of diligence—of putting forth his 
best efforts—in promoting or defending the 
interests of his client, Perhaps this duty 
of which I speak was completely encom 
passed in the comment made to me recently 
by an attorney in a field office of the chief 
counsel He said: “I have always con 
sidered that the government's interests are 
my interests.” I do not believe that any 
tax attorney, although admitting as he must 
that he owes this duty of fidelity and dili- 
gence to his client, would deny that the in 
ternal revenue attorney owes the same duty, 


owes 


and in the same degree, to his government 
client. Hence, it seems unlikely that the 
complaint of a “government attitude” has 
grown out of the internal revenue attorneys’ 
fidelity to and diligence about the govern- 
ment’s business; and if it has, it is unjustified 


If there is difference between the 
position of the internal revenue lawyer and 
that of a lawyer representing a nongovern 
ment client, which imposes upon the former 
certain additional responsibilities and obli 
gations, that difference does not arise out 
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In his relation to his client—the 
government—the internal revenue 
attorney owes all of the duties that 
any lawyer owes to any client. He owes 
the duty of fidelity to his client's 
interests and the duty of diligence 

in promoting or defending 

the interests of his client. 


of the relation of the internal revenue law- 
yer, as such, to his client or to the taxpayer 
and the taxpayer’s lawyer. Whatever dif- 
ference there may be arises out of the fact 
that the internal revenue attorney’s client 
is the government. Government, being the 
representative instrumentality of all the people 
under our theory and system of political 
science, may—and I think does—have cer- 
tain responsibilities and obligations to tax 
payers that a private litigant does not owe 
to another private litigant. And, if this is 
so, the agents, attorneys and officers of the 
Internal Revenue Service, as representatives 
of government, are charged with carrying 
out those responsibilities and obligations. 


One of 
is what, for 
“fair play.” 
covers a 


these additional responsibilities 
lack of a better term, I call 
This term, as I use it here, 
variety of situations, but a few 
illustrations will suffice. 

A private 


to see 


litigant is under no obligation 
that the opposing litigant knows of 
his rights or of steps necessary to be taken 
to protect his rights; but, perhaps, the gov- 
ernment does have a duty to inform a tax- 
payer of his rights or the steps necessary 
for protecting his rights, at least in instances 
where it is likely that the taxpayer may be 
unaware of them. It may be in recognition 
of such a duty that the 30-day or 90-day 
letter frequently contains advice to the tax- 
payer to protect himself by timely filing a 
claim for refund. Furthermore, I know 
from experience that it is not unusual for 
an appellate division conferee to give the 
same advice. When a petitioner in the Tax 
Court fails to reply timely to affirmative 
matter pleaded in the answer, it is custom- 
ary for our attorney to notify the peti- 
tioner’s attorney that a reply is due. 


In this area of fair play falls the matter 
of technical defenses or points. Certainly 
a private litigant is under no obligation to 
another to refrain from asserting whatever 
legal points are available to him, 
technical they may be. 


however 
If such a litigant 
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has a legal right, whether of a substantive 
or procedural nature, he can hardly be 
charged with violation of any moral obliga- 
tion by reason of the enforcement of that 
right—except perhaps in rare situations— 
although his action may be harsh when 
measured by customary standards of con- 
duct. Whether the government is subject 
to an obligation not to rely on technical 
points in its relations with taxpayers, I will 
not attempt to answer. But whether or not 
such duty exists, the fact is that there are 
many situations in which the Internal Reve- 
nue Service does not rely on available tech- 
nicalities. For instance, jurisdictional defenses, 
such as venue, are frequently waived; and 
after a taxpayer has filed a timely notice of 
appeal, our attorneys do not attempt to take 
advantage of his failure to conform precisely 
to the rules of the particular court of ap- 
peals. Mpreover, there have been instances 
where, in the absence of prejudice to the 
revenue, the Service has not attempted to 
enforce against a taxpayer his Form 870 
agreement not to sue for a refund. There 
have been cases in which the Service has 
indirectly opened up a Rule 50 computation 
to permit the allowance of an overpayment 
long after the Tax Court’s decision has be- 
come final, 


Before leaving this area of fair play, I 
should like to point out that there are other 
internal revenue practices and policies, of a 
more substantive nature than those already 
mentioned, designed to do equity to tax- 
payers. In this connection, I will mention 
only the general policy of the Service not 
to apply rulings retroactively. 


There is one remaining area in which the 
government may have a responsibility to 
taxpayers without counterpart in the rela- 
tion of one private litigant to another: the 
interpretation and application of the law. 


I take it that the government has a duty, 


not confined to the tax field, in its enforce- 
ment efforts to conform, as nearly as may 
be, with the rules of law found in the 
utes and court decisions. 
to say that since the 


stat- 
This is merely 
government or execu- 
tive branch has no power to make the rules 
of law, it is obligated to follow as closely 
as possible the rules established by the 
duly constituted authorities. This obliga- 
tion, it would appear, is twofold: to decide 
rightly what the rule of law is and to apply 
it correctly, fairly and uniformly. Its im- 
portance becomes S$ apparent in the realization 
that, for instance, in the tax field, the gov- 
ernment is investigator, prosecutor and, at 
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least in the early stages of a tax proceeding, 
the trier of issues. Thus, the Service exam- 
ines a taxpayer's return, determines a defi- 
ciency, asserts (or prosecutes) it and initially 
passes judgment on the taxpayer’s defenses 
to it. Although the Service’s action with 
respect to the deficiency may be overruled 
in the subsequent judicial review, the tax- 
payer may be put to great expense, even 
hardship, in the meantime 


Thus, as the representative of the govern- 
ment, the internal revenue attorney has a 
duty of trying to decide rightly what the 
rule of law is, what the facts are and what 
application of the rule to the facts should 
be made. In this respect, the internal rev- 
enue attorney stands apart from the attor- 
ney for a private litigant, for although the 
latter undoubtedly owes his client the duty 
of trying to decide rightly, he certainly 
owes no such duty to the opposing counsel 
or litigant 


doubt 
attitude” most in 
stances, from a feeling on the part of the 
one making the complaint that a lawyer or 
other Service representative has not quite 
lived up to the obligation of trying to decide 
rightly. Although the attorney for a private 
litigant might, with provocation, apply vari 
ous terms—such as unreasonable, arbitrary 
or ignorant—to the attorney for another, 
neither of them would say of the other that 
he has a “client attitude.” 
to have such an attitude. Likewise, we in 
the chief counsel’s office would not say of 
a taxpayer’s attorney that he has a “tax- 
payer’s attitude,” because he should not 
be expected to have any other—although 
it may not be amiss to remind you that 
taxpayers and their attorneys also have a 
certain amount of responsibility, to the govern 
ment, for deciding rightly It would seem 
fairly clear from all of this that we should 
not expect internal revenue attorneys to be 
charged with having a “government atti- 
tude” merely because they have shown 
fidelity and diligence in protecting the gov- 
ernment’s interests. If there is a general 
feeling among the public that the govern- 
ment has the duty of deciding rightly in its 
dealing with taxpayers, then the complaint 
of a “government attitude” can be explained 
in terms of a belief that this duty of decid- 
ing rightly is not respected properly. How- 
ever, this duty of government, as it applies 
to the attorneys and agents of government, 
is not an absolute one, for it is humanly 
impossible to be right all of the time. How- 
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Whereas the taxpayer's attorney is 
concerned only with the particular case 
in which he is engaged, the internal 
revenue attorney must think of the 
effect of the particular case or 

ruling upon other situations and cases. 


ever, it is not too much to expect of the 
internal revenue lawyer the will to act in 
accordance with the law and facts, not 
arbitrarily, and reasonable performance in 


making effective that will. 


It has been gratifying to me to learn of 
the genuine and intensive effort that is 
made by the attorneys in the chief counsel’s 
office to reach the right answers to the 
multitudinous legal problems presented to 
them. Hours of research and study are 
frequently spent in the formulation of a 
regulation or an interpretative ruling, to be 
followed by more hours of discussion in 
conferences in which all sides and viewpoints 
are explored. In the litigation field, the 
same thoughtful and painstaking attention is 
given to the questions arising there. Always 
the search is for the right rule of law and, 
if a particular case is the matter in hand, 
the true facts. I have seen no evidence of 
a desire or a tendency to decide arbitrarily 
—that is, in disregard of the law or facts 


Moreover, I believe that our performance 
bears out the will to decide rightly. Of 
course, in cases of doubt as to the correct 
rule of law or the true facts, the Service 
will frequently resolve the issue in 
of the government. 


lavor 
This is as it should be. 
It is no more than the average lawyer will 
do on behalf of his nongovernment client. 
And it is necessary in order to arrive at a 
determination of the correct rule of law 
or the true facts and to protect the revenue 


It should also be remembered that, whereas 
the taxpayer’s attorney is concerned only 
with the particular case in which he is 
engaged, the internal revenue attorney must 
think of the effect of the particular case or 
ruling upon other situations and cases. He 
must constantly keep in mind the necessity 
for determining what effect the outcome in 
one case or particular Service action in one 
matter may have on the over-all admin- 
istration of the revenue laws. 


This necessity furnishes the explanation 
of two complaints concerning the Service 
which are perhaps the most general and 


frequent. The first of 


that the 
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Service takes inconsistent positions in differ- 
ent cases with respect to the same issue. 
This is sometimes true—but if, for example, 
one party to a transaction asserts that he 
sold a capital asset from which he realized 
long-term capital gain, the other party as- 
serts that the expenditure by him was not 
for a capital asset but represented an ordi- 
nary and necessary business expense, and 
both assert their respective contentions in 
litigation with the government, what alter- 
native does the Service have but to defend 
against both claims? Defense of one will 
not suffice for then both may be lost to the 
government, whereas the government should 
be entitled to win one or the other. Where 
inconsistent positions are taken, I think 
you will find that there is a very good 
reason for so doing. 


The other complaint is that the Service 
sometimes neither acquiesces in nor appeals 
from a decision of the Tax Court and yet 
continues to litigate the issue in other cases 
in that court. Another variation of this 
complaint is that the government sometimes 
continues to litigate an issue after two or 
more courts of appeals have held against the 
government on the issue. However, the 
problem posed is not as easy as it might 
appear to be from its mere statement. 


In the few instances where the Service 
does not acquiesce in a decision of the Tax 
Court and yet does not seek a review of 
the decision, there exists a good reason 
for the determination not to seek a review. 
The question that must be answered in 
deciding whether to recommend a review 
proceeding is: Is a reversal of the par- 
ticular decision likely? If the state of the 
record is such that a reversal appears to 
be unlikely, there should be no review pro- 
ceeding, even though the Service does not 
intend to abandon the issue raised in the 
case. Another explanation of this situa- 
tion is that sometimes the same issue may 
be involved in a refund suit pending in the 
district court or the Court of Claims and 
we may think there is a good chance that 
that court may take a view different from 
that of the Tax Court regarding the par- 
ticular issue. 


With respect to the complaint that the 
Service sometimes refuses to accept and 
abide by the adverse decisions of two or 
more courts of appeals on an issue, one 
situation will illustrate the administrative 
difficulty that arises in this area. In 1954 
two courts held that after an interlocutory 
decree of divorce, which is provided for by 
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the law of certain states, a husband and 
wife are not to be regarded as “legally 
separated under a decree of divorce.” In 
one case, the particular question was whether 
the husband and wife were entitled to file 
joint returns; the decision that they were 
not legally separated made this possible. 
In the other case, the question was whether 
the wife was required to include alimony 
payments in her gross income; the decision 
relieved her of this necessity, 


In considering whether to continue litigat- 
ing this issue, the attorneys in the chief 
counsel’s office found that, because of the use 
of the same, or similar, language, the same 
issue arose under 11 provisions of the 
Internal Revenue Code. The court deci- 
sion, as applied to some of these, would 
produce a result favorable to the govern- 
ment; if applied to others, it would produce 
a result favorable to the taxpayer. One 
of these provisions allowed a husband a 
deduction on account of alimony payments. 
It should be perfectly apparent that if the 
Service had accepted the decisions of the 
two courts of appeals in their particular 
settings, they would not have been binding 
upon a husband claiming a deduction on 
account of alimony payments. In litigation 
involving this question, another court of 
appeals might well reach a different con- 
clusion. Thus it is that the acceptance by 
the Service of the decisions of the two 


courts of appeals would not bring to an 


end litigation concerning the issue and 


could not result in the final crystallization 
of the applicable rule of law. 


Moreover, it should be pointed out that 
there have been instances in which, after 
decisions by several courts of appeals ad- 
verse to the government on a particular 
issue, another court of appeals has rendered 
a decision favorable to the government and, 
upon certiorari, the Supreme Court has af- 
firmed this decision. Since the Supreme 
Court has the final say, it is necessary for 
the Service, in the interest of a uniform, 
consistent and fair administration of the 
revenue laws, to exercise judgment as to 
when adverse decisions of courts of appeals 
should be accepted and the issue involved in 
them abandoned by the Service. 

This area in tax 
troublesome 


administration is a 
Suggestions for correc- 
tion of the difficulties inherent in it have 
been made from time to time, but so far 
none has been adopted. I am not able to 
suggest any remedial measures, certainly 
not at this time. The most that I can do 
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is to assure you that when a situation like 
one of those mentioned above is presented 
to the attorneys in the chief counsel’s office, 
they bring to bear upon it their best judg- 
ment in the interests of fairness to the par- 
ticular taxpayer and a uniform, consistent 
administration of the tax laws for the benefit 
of all taxpayers. 

In conclusion, I should like to mention 
a few statistics. Of the Tax Court cases 
disposed of during a five-year period, some- 


what more than 73 per cent were settled 
by agreement. Only 19 per cent were tried 
on the merits. In the remaining small per- 
centage, the petitions were dismissed or the 
petitioners defaulted. Moreover, a recent 
survey of Tax Court decisions adverse to 
the Commissioner shows that actions of 
acquiescence were approved in approxi- 
mately 80 per cent of the cases. These 
figures, I submit, at least suggest that the 
administration of the tax laws is reasonable. 


[The End] 


Rights and Remedies 
of Taxpayers Suspected of Fraud 


By SPURGEON AVAKIAN 
Phillips, Avakian & Johnston, 
Oakland, California 


\ JHEN the Court convened 
for its fall October 3, 
1955, it had pending before it 27 cases in 
which persons who had been convicted of 


Supreme 
sessions on 


tax evasion were seeking a review by the 
Supreme Court. In 1952, there were five 
such and in 1950, only one. This 
startling increase in the volume of criminal 
tax litigation at the Supreme Court level 
not only reflects a larger amount of en- 
forcement activity by the Internal Revenue 
Service and the Department of Justice, but 
even more indicates that a constantly in- 
creasing percentage of defendants in tax 
cases is contesting the charge 
rather than entering a guilty plea. 


cases, 


evasion 


This situation is undoubtedly due to a 
variety of reasons, but in the main it has 
grown out of the fundamental change in 
enforcement policy which followed the Con- 
gressional investigations of 1951 and 1952. 
Previously, the Department of Justice had 
long applied the criteria of commencing 
a criminal prosecution only if it were satis- 
fied (1) that the defendant was guilty and 
(2) that there was a reasonable probability 
of conviction in the event of trial. That 
policy resulted in a limitation of criminal 


cases to those in: which the evidence of 
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guilt was clear-cut; as a result, very few 
defendants stood trial. 

In the last few years, however, the De- 
partment of Justice has paid less attention 
to the reasonable probability of conviction, 
and has concerned itself more with the 
question of whether the evidence is suf- 
ficient to get past a motion for acquittal. 
In short, if the evidence is 
warrant submission of the case to the 
jury, a prosecution is now likely unless 
the government attorneys who review the 
case are rather strongly persuaded by the 
evidence that the taxpayer is innocent of 
any fraudulent intent to his taxes. 


This enforcement policy reflects 
itself at all levels of tax enforcement and, 
as a result, most of the government people 
—from the investigating agents on up to 
the United States Attorney—are more prose- 
cution-minded than they 
tax cases. 


sufficient to 


evade 


basic 


used to be in 


All this highlights the importance to tax- 
payers suspected of fraud of proper repre- 
sentation at the earliest possible stage of 
the investigation. The crime of tax evasion 
involves a fraudulent state of mind, and a 
man’s intent is usually obscure and un- 
certain, and must be determined by in- 
ference from circumstances rather than by 
direct evidence. A situation growing out 
of carelessness will sometimes appear willful 
to an investigating agent. Conversely, a 
willful omission of income will often be 
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described by the taxpayer as 
of mere carelessness. 


the result 


Many a fraud investigation has a very 
inauspicious beginning. A routine audit may 
uncover facts which show fraudulent prac- 
tices. This may be indicated by the un- 
usual manner in which certain transactions 
have been handled or by unexplained de- 
posits in the taxpayer’s bank account or by 
an unexplained increase in his net worth. 


Similarly, the investigation of one tax- 
payer may indicate questionable practices 
on the part of another. For example, if the 
records of a retail merchant indicate that 
he regularly pays a certain supplier in 
currency rather than by check, the revenue 
agent might well conclude that the 


sup- 
plier’s returns should be investigated. 


Another manner in which many fraud 
investigations commence is the submission 
of information by informers, who may be 
disgruntled employees or former employees, 
jealous business competitors, envious ac- 
quaintances, or even jilted lovers, The 
motives of informers are not always of the 
highest, and frequently their accusations 
may be incorrect. Nevertheless, a former 
employee's allegation that the taxpayer was 
deliberately attempting to evade his taxes 
will carry considerable weight if there is, 
in fact, a deficiency. 


If the investigation commences because 
of some specific indication that there is 
fraud, a special agent of the Intelligence 
Division may very well be assigned to it 
from the beginning. Where there is no 
such indication at the beginning of the 
investigation, however, the examination is 
initially undertaken by a revenue 
from Audit Division. The distinction 
the function and the responsi- 
bilities of these two classes of agents is of 
considerable importance. These are sum- 
marized in Paragraph 678 of the Manual 
of Instructions for Revenue Agents as 
follows: * 


agent 
the 
between 


“In joint investigations the Special Agent 
will be responsible for the criminal features 
of the case and for the procurement of 
appropriate proof to establish the criminal 
charge should prosecution be authorized. 
The Internal Revenue Agent participating 
in such investigation will be responsible for 
the audit features of the case and for the 
preparation of a record of the proof to 
support the ad valorem addition to the tax. 





1 See U. 8S. v. Lipshitz, 55-2 ustc { 9540 (DC 
N. Y.). 
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In such an investigation the Special Agent 
will be responsible for the method of pro- 
cedure in, and conduct of, the investigation. 
The Special Agent in charge will be the 
officer responsible for a recommendation 
for or against criminal prosecution and may 
in his discretion 
of an ad 
cases 


recommend the assertion 
valorem addition to the tax in 
where criminal prosecution is not 
recommended.” 


Thus, 


the revenue agent is concerned 
primarily 


with determining the amount 
of the tax liability, while the special agent 
is concerned primarily with the existence 
or the absence of an intent to defraud. 
As long as the possibility of a criminal 
charge is under consideration, the revenue 
agent will submit no report to the taxpayer, 
nor will he engage in any discussions 
directed toward reaching a settlement or 
agreement on the civil liability. Frequently, 
the amount of deficiency which the agent 
is proposing in his report will not be dis- 
closed to the taxpayer or his representa- 
tives even informally, and the taxpayer’s 
accountant and attorney may need to exer- 
cise considerable ingenuity to learn what 
the factual issues of the case are. 


Only after a final disposition has been 
made of the question of criminal prosecu- 
tion will there be any discussion pointed 
toward a settlement or agreement on the 
civil tax liability. This is a matter of 
sound public policy, for it emphasizes with 
crystal clarity that the matter of collecting 


the tax has no bearing whatsoever on 


the decision to prosecute or not to prose- 


cute. Many people (including lawyers and 
accountants) feel that a criminal indictment 
can be avoided if the taxpayer promptly 
agrees to pay any deficiency which the 
agents feel should be set up. This is 
simply not so. 

The agents are understandably circum- 
spect in their questioning of the taxpayer. 
Early in their careers, they have learned 
that it is easier to catch flies with molasses 
than with vinegar. They do not wish to 
antagonize the taxpayer or alarm him un- 
duly. Moreover, they may not feel sure 
in their own minds, until the investigation 
has progressed to a considerable degree, 
that the taxpayer has been guilty of fraud. 
For all these reasons they are pleasant in 
their relationship with the taxpayer; they 
do not confront him with incriminating 
evidence; and he is often lulled into a false 
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In a fraud investigation, it is 
extremely important that the taxpayer 
obtain legal advice at 

the earliest possible time. 


sense of security. How frequently we prac- 
titioners hear the genuinely anguished prot- 
estations of our clients that only a skillful 
hypocrite could recommend that he be in- 
dicted after having been so nice to him! 


The practitioner who has had no prior 
experience with a fraud investigation is 
likely to be puzzled and frustrated by his 
first experience with a special agent. He 
will wait in vain for the agent to present 
him with a schedule of proposed adjust- 
ments on which he can go to work to save 
his client some money. But, with experi- 
ence, he will learn to recognize clues as 
to what the agents have in mind; with 
proper evaluation of the questions asked 
by the agents, he may get a pretty good 
notion of what the issues are. The confer- 
ences with the investigating agents are 
informal until the point is reached when 
the special agent requests that the taxpayer 
(and perhaps the accountant who prepared 
the return, as well as certain key em- 
ployees) submit to a stenographically re- 
ported question-answer statement under oath. 


If the special agent is of the opinion that 
he should recommend prosecution, the tax- 
payer will ordinarily be afforded the oppor- 
tunity of a conference with the special 
agent and his srroup supervisor prior to the 
submission of the special agent’s written 
report. The Intelligence Division prefers 
that the taxpayer attend this conference, 
which is thought of primarily as an oppor- 
tunity for the taxpayer to submit any fur- 
ther information which may indicate his 
innocence. The extent to which the factual 
issues will be outlined varies considerably, 
depending upon the nature of the case, the 
prior relationship between the agents on 
the one hand and the taxpayer and his 
representatives on the other hand, and the 
extent to which the agents fear that the 
disclosure of their evidence might result 
in attempts by the taxpayer to tamper with 
witnesses or to fabricate new evidence. 

In the event the Intelligence 
recommends prosecution, the file is trans- 
mitted to the office of the Assistant Regional 
Commissioner in charge of the Intelligence 
Division, and a conference may be held there 
Once again, the government representatives 
prefer that the taxpayer be present. The 
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reviewers in the Assistant Regional Com- 
missioner’s office are not likely to overturn 
the special agent’s evaluation of the evi- 
dence unless it is patently unsound or un- 
less new facts are presented. 


If the recommendation for prosecution 
is approved at the Regional Commissioner’s 
level, the matter goes to the Regional 
Counsel's office, where it receives analysis 
by a lawyer for the first time. 


The next level of review, if the recorm- 
mendation for prosecution is affirmed, is 
in the Tax Division of the Department of 
Justice in Washington, where (except in 
unusual situations) the final decision is 
made whether to prosecute or not. If the 
decision is to prosecute, the file is trans- 
mitted to the United States Attorney with 
instructions to present the matter to the 
grand jury for indictment. Ordinarily, the 
United States Attorney considers his func- 
tion at this stage of the case as a minis- 
terial one only. While he may afford the 
taxpayer’s attorney a conference before 
presenting the matter to the grand jury, 
the conference is likely to be simply a 
matter of courtesy and will deal more with 
the question of arrangements for posting 
bail, fixing the time for plea, and the like, 
than with a discussion of the merits of the 
case. In a few extraordinary situations, 
the Department of Justice may give the 
United States Attorney some discretion, 
to be exercised after interviewing critical 
witnesses or conducting some inquiry which 
can better be handled by the United States 
Attorney, on the spot, than by the Depart- 
ment of Justice, from a distance. 


More will be said later regarding the 
value of these various conferences. They 
are outlined here only for the purpose of 
describing the procedure through which a 
fraud case goes before reaching the indict- 
ment stage. 


As previously stated, the agents do not 
ordinarily confront the taxpayer with in- 
criminating evidence or accusations, partic- 
ularly during the earlier stages of their 
investigation, and the taxpayer and his 
accountant cannot easily determine just 
when they need the services of an attor- 
ney. In a routine investigation, it is often 
wise to wait until the revenue agent has 
submitted his schedule of proposed adjust- 
ments before incurring the expense of legal 
counsel, and most routine audits are closed 
without any lawyer ever entering the picture. 


In a fraud investigation, however, it is 
extremely important that the taxpayer ob- 
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The question of whether the 
taxpayer should cooperate with the 
agents during the course of a 
fraud investigation is in most 

cases the most important 

question to be determined in the 
entire investigation. 


tain 
time. 


legal advice at the earliest possible 
A taxpayer often feels that retaining 
a lawyer before he is accused of a crime 
carries the implication that he has a guilty 
conscience, in much the same manner that 
going to a doctor implies that one is sick. 
The implication is undoubtedly there in 
both situations. It is important to bear in 
mind, that the special agent’s 
recommendation for prosecution cannot be 
based on the f that the taxpayer re- 


tact 
tained a lawyer. Whatever suspicions this 


however, 


may arouse in the special agent’s mind, 
he will still have to support his recom- 
mendation with factual evidence. The spe- 


cial agent would not be in the picture at 
all unless some indication of fraud already 
existed, and the retention of a lawyer is not 
likely to arouse any more suspicion than 
the facts which brought the special agent 
into the picture in the first place. 

The 
should 


question of whether the taxpayer 
with the agents during 
the course of a fraud investigation is in 
most cases the most important question to 
be determined in the entire investigation. 
Certainly, he should not attempt to answer 
this question without the benefit of legal 
advice. Noncooperation with the agents is 
not a crime. On the contrary, it is a matter 
of constitutional right guaranteed in crim- 
inal cases by the Fifth Amendment. This 
guarantee is so strong that a defendant in 
a criminal case is protected from the 
presentation of his claim of privilege to 
the jury; unless he raises the issue him- 
self, the government will not even be per- 
mitted to state to the jury that he stood 
on his constitutional rights. 


cooperate 


In some situations, the answer to this 
question is an easy one. Most of the time, 
however, it difficult 
with aspects to 
decision might be made. Refusal to coop- 
erate is a dare to the agents to make thie 


presents a dilemma 


unsatisfactory whatever 


2 Holland v. U. 8., 54-2 ustc { 9714, 348 U. S. 
121, 128-129. 

* As one experienced tax lawyer has phrased 
it, it often appears that the taxpayer ‘has 
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most of the situation. 
a course of 


On the other hand, 
cooperation with the 
involves serious pitfalls, too. 


agents 


First, and most important of all, is the 
fact that the agents will seek to obtain 
from the taxpayer statements which can be 
used against him. As Supreme Court Jus- 
tice Clark has recently stated, “the prose 
cution may pick and from the 
taxpayer’s statement, relying on the favor- 
able portion and throwing aside that which 
does not bolster its position.” ? 


choc se 


In some cases (although probably not 
percentage of them) the 
ments of the taxpayer to the agents furnish 
an otherwise missing link in the chain of 
evidence needed to 


in a high state 


sustain a conviction 
The taxpayer and his representatives often 
do not know what the missing links in the 
government’s may be, and for that 
reason they may not recognize the nails 
which they are helping to drive into the 
taxpayer’s coffin.’ When dealing with this 
problem objectively, we need not shed tears 
of sympathy for a defendant whose convic- 
tion is attributable to his own admissions, 
for, after all, he is simply being punished 
for sins which he admittedly committed. 


case 


In particular however (and the 
private practitioner always deals in partic- 
ular cases and, unlike the government at 
torney, cannot rely on general averages to 
satisfy his conscience), statements may be 
obtained from a which of them- 
selves do not imply or confess any guilt, 
but which can be used in juxtaposition with 
other facts to create an inference of guilt. 
In net worth cases, for example, it is cus- 
tomary for the agents to ask the taxpayer, 
if they are permitted to interview him, to 
list all of his assets at the starting point 
of the investigation. If the agents cannot 
reconstruct a reasonably accurate starting 
point without the assistance of the taxpayer, 
his answering this result in 
an indictment where none could otherwise 


cases, 


taxpayer 


question may 


be obtained. 


A second danger involved in a policy of 
cooperation is that some of the information 
given to the agents may be incorrect. If 
the agents later that the correct 
facts are prejudicial to the position of the 
taxpayer, might very well conclude 
that the misinformation was given deliber- 
ately, with the intent to deceive, and they 


discover 


they 


cooperated himself right into jail."’ See Mintz, 
in Symposium on Procedure in Tax Fraud Cases 
(Matthew Bender & Company, 1951), p. 137 
(1950 American Bar Association convention). 














will tend to discount any explanation that 
the error was made in good faith.‘ Some- 
times, taxpayers will answer questions more 
with the idea of talking their way into a 
favorable result than with a diligent effort 
to look up the facts. The Supreme Court’s 
opinion in the Holland case takes note of this 
human weakness in the following statement :* 


; but when a Revenue Agent con- 
fronts the taxpayer with an apparent defi- 
ciency, the latter may be more concerned 
with a quick settlement than an honest 
search for the truth.” 


In one net worth case in which the in- 
vestigation had gone on for a considerable 
time before legal counsel was obtained, I 
asked the taxpayer at our first conference 
whether the agents had made any inquiry 
of him regarding cash in a safe deposit box 
at the starting point. He replied, with a 
great deal of self-satisfaction: “Oh, yes, 
they asked me about that, but I was right 
on my toes. I actually had about $60,000 
cash, but I played it smart and told them 
that I didn’t have anything at all.” It was 
with considerable chagrin that he finally 
understood how damaging this deliberately 
erroneous statement was to his own case. 


It is important, therefore, to develop the 
significant facts before deciding whether 
and to what extent the taxpayer should 
cooperate with the agents. The first, and 
usually the most important, question is: 
What kind of a case can the agents make 
without the taxpayer’s assistance? If, for 
example, the taxpayer is engaged in the 
retail furniture business and makes sales to 
a large number of customers, it would be 
very difficult for the agents to prove that 
a particular sale was not reported, unless 
they first examined the business books and 
records. It would probably be impossible 
to find enough customers to develop inde- 
pendent evidence of sales adding up to 
more than the total shown on the tax re- 
turn. Hence, if our hypothetical furniture 
dealer omitted ten sales totaling $25,000, 
out of a total business of $250,000, the 
agents might well be unable to make a case, 
even if they happened to know of the ten 
sales in question. They would have to look 
at the books first to see whether those 
sales were reported or not. In that kind 
of a situation, the taxpayer who made his 
books available would be confronted with 
the possible accusation that he had delib- 





‘In fact, the making of a false statement to 
the agents may itself be a willful attempt to 
evade tax. See U. 8. v. Beacon Brass, Inc., 
52-2 usrc { 9528, 344 U. S. 43. 


erately omitted $25,000 of income from his 
return and, whatever the actual reason for 
this may have been, he would probably have 
difficulty in proving his innocence, unless 
the explanation were quite convincing. It 
might be wiser for him to refuse to make 
his books available, and thus to make it 
impossible for the government to prove 
that his reéjurn was incorrect. While most 
taxpayers are reluctant to refuse to coop- 
erate, particularly if their consciences are 
clear, it is better in some cases to follow that 
course than to have to “tell it to the judge.” 


In a very large percentage of situations, 
of course, the agents are able to establish 
some deficiency (if there actually is one) 
even though the taxpayer refuses to provide 
them with any information or to permit 
them to examine his books. A grocer who 
reports gross receipts of $75,000 a year but 
who regularly deposits money in his bank 
account totaling $125,000 for the year may 
be charged with unreported income of 
$50,000. Under proper circumstances, proof 
of the excessive bank deposits would be 
sufficient to sustain a deficiency and to 
create a possible inference of fraud, which 
would sustain a conviction in a criminal 
case in the absence of some satisfactory 
explanation by the defendant. Or the tax- 
payer may have had an increase in net 
worth totaling $100,000 over a period of 
four years, during which he reported a net 
income totaling only $25,000. If the gov- 
ernment can establish a sufficiently solid 
starting point, its proof of the increase in 
net worth will be sufficient to sustain a 
conviction. In situations of this kind, where 
the burden of proof of innocence realistically 
passes to the defendant, the taxpayer might 
very well have more to gain than to lose 
by a policy of cooperation. 


The “forward look” in tax investigations 
requires us to consider also whether a 
noncooperative attitude during the investi- 
gation will have a prejudicial effect at the 
trial. If the defense strategy is to admit 
the existence of a deficiency, but to contend 
that it resulted from honest errors, a record 
of full cooperation with the agents will 
have a more favorable impact on the jury 
than an attitude of defiance. 


We must also consider whether the de- 
fendant has any plausible defense to offer 
at all. If not, and if he will of necessity 


plead guilty if indicted, a record of full 


* Cited at footnote 2, at p. 128. 
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Confidential communications made in 
the course of the attorney-client 
relationship are privileged. The 
privilege does not apply, however, if 
persons outside the attorney-client 
relationship are present. 

An accountant working under the 
attorney for that purpose might well 
be within the privileged 
relationship, although the law is 
not clear on this point. 


cooperation throughout the investigation 
will quite probably be reflected favorably ir. 
the sentence imposed by the court. 


It is well, therefore, to take a long look 
at the case early in the game and, so far 
as is possible, to follow a consistent course 
of action, geared to the taxpayer’s ultimate 
position. 

If it appears that the taxpayer’s interests 
will be best served by a policy of limited 
or no cooperation, a frank statement of this 
position should be made to the investigating 
agents. Evasive or deceptive tactics very 
naturally create a suspicion of fraud. No 
one likes to feel that he is being given a 
run-around. If the attorney makes a frank 
statement to the agents, to the effect that 
he will not permit his client to give infor- 
mation which the agents might use to his 
disadvantage, the agents may be disappointed, 
but for the most part they will understand 
this decision. They will respect the attor- 
ney both for looking after the interests of 
his client and for the forthrightness of his 
statement. 


The pertinent facts cannot be established, 
of course, without a great amount of work. 
The taxpayer himself rarely has the in- 
formation at his fingertips. Even if he has, 
it is a dangerous thing to leave it to him 
to determine what is relevant. The tax- 
payer’s representatives in a fraud case must, 
in effect, place themselves in the shoes of 





the revenue agent and the special agent, 
and attempt to amass all of the information 
which the agents themselves can gather, 
through much the same methods of inves- 
tigation. This task requires the unified 
effort of all three members of the team— 
the client, the accountant and the attorney. 


Since the client usually turns first to his 
accountant, let us look at the nature of the 
accountant-client relationship. Ordinarily, 
the accountant must ascertain, as quickly 
as possible, what the nature of the investi- 
gation is, and what it is likely to become. 
If a fraud investigation is in progress or if 
the facts indicate that the investigation may 
become a fraud one, the accountant is in a 
delicate position. He must obtain as much 
information as possible from the client, yet 
the communications between himself and 
the client are not privileged; and he can 
lawfully be compelled to give testimony 
later on as to what the client told him.‘ 
Many accountants avoid this predicament 
by informing the client that the communi- 
cations between them are not privileged. 
The client will be well advised to retain 
an attorney and convey only to him the 
things which he would not wish to become 
a matter of public information. This, of 
course, is only a partial reason for retaining 
legal counsel, since the importance of add- 
ing a lawyer to the team, if there is a 
possibility that criminal charges will be 
made, is »bvious. 


Confidential communications made in the 
course of the attorney-client relationship 
are privileged." The client cannot be re- 
quired to testify as to them, and the attor- 
ney is forbidden by law from disclosing the 
content of such communications unless the 
client voluntarily waives the privileges. 
The privilege does not apply, however, if 
persons outside the attorney-client relation- 
ship are present. The privileged relation- 
ship includes the lawyer’s secretary and 
clerk. An accountant working under the 
attorney for that purpose might well be 
within the privileged relationship, although 
the law is not clear on this point.’ 





* Falsone v. U. 8., 53-2 ustc 1 9467, 205 F. 
(2d) 734 (CA-5), cert. den., 346 U. S. 864. See 
Lipton, “‘Privileged Communications,’’ Proceed- 
ings of New York University Thirteenth Annual 
Institute on Federal Taxation (1955). 

™Statements to an accountant are not privi- 
leged simply because he is also a lawyer 
(Olender v. U. 8., 54-1 ustc 9 9254, 210 F. (2d) 
795 (CA-9)). 

*See Lourie and Cutler, ‘“‘Lawyer’s Engage- 
ment of Accountant in a Federal Tax Fraud 
Case,"" 10 Tax Law Review 227 (1955). In City 
and County of San Francisco v. Superior Court, 
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37 Cal. (2d) 227 (1951), the attorney-client 
privilege was held to include statements made 
by the client to a doctor who was examining 
the client for the purpose of reporting on his 
physical condition to the attorney. The rationale 
of the decision is that in such situations a tech- 
nical expert, such as a doctor, is simply an 
interpreter through whom the client communi- 
cates facts to the attorney in an intelligible 
way. The same reasoning would seem to 
apply to an accountant, if employed for that 
purpose. 
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If the the accountant and the 
attorney constitute a “team,” then one of 
them must serve as “captain.” 


taxpayer, 


This posi- 
tion of leadership must be assigned to the 
Most of the 
judgment decisions to be made involve legal 
advice and require considerable legal knowl- 
edge. Since he must shoulder the main 
responsibility in the event there should 
ultimately be a trial, he must have the final 
power 


attorney for obvious reasons 


of decision. It is true, of course, 
that in a sense the client has the final word, 
and there may be particular questions on 
which the attorney may properly yield to 
the wishes of the client. 3y and large, 
however, the client’s confidence in the at- 
torney will make him content to follow his 
lawyer’s advice; and if he does not have 
sufficient confidence to do this, it is better 
for both the attorney and the 
dissolve the relationship. 


client to 


In searching for the facts, the taxpayer's 
representatives must ordinarily reconstruct 
income on all of the methods available to 
the government An analysis should be 
made of the specific items of income and 
deduction to see whether all categories of 
income have reported in full and 
whether the deduction items can be veri- 
fed. A bank deposit analysis should be 
made to see whether the day-to-day record 
of receipts can be reconciled with the bank 
deposits. The net worth-expenditures ap- 
proach should be used to reconcile the 
taxpayer's nondeductible expenditures and 
his change in net worth with his reported 
income. In businesses where profit ratios 
normally fall within fairly narrow limits, 


been 


such ratios should be developed to see 
whether they are out of line with estab- 
lished norms. 


If the accounting analysis indicates that 
there is some understatement of net income, 
an effort should be made to identify the 
particular items of unreported income or 
the particular items of overstated deduc- 
tions and to probe for all possible explana- 
tions of the errors. 


One of the de! cate problems is 
that of There is a 
strong temptation to minimize the nature 
of the investigation in talking to witnesses 
and to try to leave them with the impres- 
that the taxpayer’s honesty is not 
being questioned, and that the whole thing 
is simply a matter of clearing up a few 
This considerable 
harm, particularly if the witness has him- 
self been partly responsible for the error. 
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intervening witnesses. 
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The word ‘‘cooperation’’ implies 
mutuality, and the agents should not 
be permitted to convert it 

into a one-way street. 


A bookkeeper who omitted some transac- 
tions because he was overworked or because 
he was careless might be willing to admit 
his own shortcomings if he realizes that 
the taxpayer’s liberty is at stake. If, how- 
ever, he thinks that the worst that can 
happen to the taxpayer is that he may have 
to pay a deficiency, he might very well 
build himself up (particularly if he is now 
the ex-bookkeeper) by contending that he 
conscientiously and meticulously recorded 
every item of information the taxpayer gave 
him, that he constantly inquired of the 
taxpayer as to whether there were any other 
transactions, and that the taxpayer fre- 
quently told him that he was too nosy and 
should mind his own business. 


In a routine investigation the revenue 
agent frequently makes available to the 
taxpayer and his representatives virtually 
all of the information which he has com- 
piled. A veil of secrecy is drawn in fraud 
cases, however, and the agents are not likely 
to volunteer any information, except insofar 
as it is necessary to do so in framing ques- 
tions. We can well understanding the rea- 
sons for this. An investigator, whether he 
be employed by the government or by a 
private party, does. not wish to tip his hand 
prematurely. There is no reason, however, 
why this policy should not be tempered 
with a bit of common sense. If the agents 
have already obtained a record of the tax- 
payer’s purchase and sale of government 
bonds, what point is there in refusing this 
information to the taxpayer and forcing him 
to write to the Treasury Department’s 
office in Chicago to get these facts? Yet 
that is exactly what happens, with resultant 
delay and expense to both the government 
and the taxpayer. 



































The word “cooperation” implies mutual- 
ity, and the agents should not be permitted 
to convert it into a one-way street. They 
often possess a great deal of information 
which the taxpayer may not be able to 
develop at all, or which he can obtain only 
at considerable expense. Frequently, for 
example, the special agent will take physi- 
cal possession of the pertinent records of 
third parties with whom the taxpayer has 
had transactions. This prevents 
the taxpayer from obtaining important evi- 
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dence which might have a great bearing on 
his case, and there is no legal procedure 
for requiring the government to show these 
records to the taxpayer prior to indictment. 
This is a very unfair situation, and cannot 
be justified unless tax enforcement is con- 
sidered to be a game to be won by the 
party with the most clever tactics. 


Similarly, if the agents have already spent 
several months carefully analyzing bank 
records relating to the taxpayer’s bank ac- 
counts, there is no reason why the results 
of this analysis should not be made available 
to the taxpayer, particularly if the agents 
are, at the same time, being given access 
to the work sheets compiled by the tax- 
payer’s accountant. A forthright discussion 
of this matter with the agents is often fruit- 
ful, particularly if the agents have confi- 
dence in the ethical standards of the attorney 
and accountant with whom they are dealing. 
We would not expect the agents to reveal 
evidence which could easily be tampered 
with or destroyed, but if it is not vulnerable, 
there is little justification for withholding 
it from the taxpayer and at the same time 
requesting that he open up his books and 
his mouth. 


Once a recommendation for prosecution 
has been made, there begins a series of 
formal conferences, which in a very small 
percentage of cases results in a decision not 
to prosecute. What do the taxpayer’s rep- 
resentatives say at these conferences? How 
do they prepare for them? What is the 
most effective approaca to take? 


3y this time the critical issues will have 
been pretty well defined. The government 
conferees will advise as to the amount of 
additional income which is involved in the 
prosecution recommendation, and if the tax- 
payer’s attorney does not already know 
what the important issues are, he will prob- 
ably be advised by the attorney in the 
Regional Counsel’s office. A large amount 
of detail will not ordinarily be revealed, but 
information will be given as to whether 
the government’s case is based on specific 
items, on net worth or on bank deposits, 
or on two or three of these methods combined. 


It should be 
fendants in 


remembered that most de- 
criminal tax- vasion cases are 
people with good reputa.ions, without any 
previous criminal record. They are good 
family men, and many of them have been 
quite active in community and civic affairs. 
Most of them have wives and children who 
would be innocent sufferers of any un- 
pleasant publicity, and a fair percentage of 
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them are ailing in health in some way or 
another. To the government attorney, a 
recitation of such facts is just another shop- 
worn plea for sympathy. He will listen 
with patience, and will try to conceal his 
boredom, He may be intrigued by novel 
variatiohs in the manner of presentation; 
but if he is impressed at all, it will probably 
be in the direction of assuming that the 
taxpayer must really be guilty if personal 
sympathy is the strongest argument his 
attorney can offer. 


It is well, therefore, to forget the sympa- 
thetic considerations and to emphasize the 
issues which are critical in the minds of the 
government conferees. 


If a substantial deficiency must be con- 
ceded, there is no point in arguing that the 
understatement of income is only $58,000, 
and not $60,000. The emphasis should, in- 
stead, be on intent, and the evidence which 
is inconsistent with a willful attempt to 
evade tax should be presented as compre- 
hensively and persuasively as possible. If 
the existence of a substantial deficiency is 
denied, the weakness of the government’s 
computations should be highlighted. This 
situation is likely to exist most frequently 
in net worth and bank deposit cases 


If the conference is to serve any worth- 
while purpose, it will, of necessity, involve 
some disclosure by each side of information 
of value to the other. At times a conference 
may be simply a sparring match in which 
each side tries to probe for information 
from the other without disclosing evidence 
which is not already known. These verbal 
jousts may provide interesting mental exer- 
cise, but it is rare that either side gains any 
great advantage from them. 


The question of what evidence to disclose 
at the conferences should be decided pretty 
much in advance and should be governed 
by the extent to which such evidence will 
have a determinative effect. If it goes to the 
critical issues and is persuasive enough to 
warrant a reasonable hope of avoiding prose- 
cution, it should be disclosed. If not, it may 
be wiser to save it for the trial. As an 
illustration, let us suppose that, in a net 
worth case, the taxpayer borrowed a sub- 
stantial amount of money from a friend and 
invested this money in assets which show 
up in the net worth statement prepared by 
the government agents. If the agents do 
not know of this loan, they will treat this 
amount of money as unreported income. 
Let us assume further that the friend who 
loaned this amount of money does not have 
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the very best reputation, and that there is 
no independent documentary evidence (such 
as canceled checks or promissory notes) 
to corroborate his verbal testimony that he 
did make this loan to the taxpayer.’ A dis- 
closure of this information during the in- 
vestigation will set off a collateral investigation 
of the money-lending friend in an attempt 
to break down his story. If the government 
agents are not satisfied that he is telling the 
truth and if they feel that they can throw 
sufficient doubt on his story at a trial, they 
will carefully conceal from the taxpayer the 
derogatory information which they hold and 
will prepare a weighted sandbag to throw 
at the money-lending friend when he ap- 
pears as a witness at the trial. 


However, if the fact of this loan is not 
disclosed prior to the trial, there will be no 
opportunity for such collateral investigation, 
and the witness will not be discredited at 
the trial except to the extent that the 
prosecutor can undermine his credibility on 
cross-cxamination without the benefit of a 
file folder full of detailed facts. Obviously, 
thei, proper timing is an extremely im- 
portant factor in the effective presentation 
of such evidence. This is not to suggest, 
of course, that perjured testimony should be 
presented at the last minute in the hope that 
it will not be discovered. Rather, the ref- 
erence is to evidence offered in good faith 
and in the belief that it is true, but of such 
a nature that its truth or falsity must be 
determined more by collateral circumstances 
than by its intrinsic character. Like all the 
rest of us, investigating agents are human 
beings whose emotional zeal is not always 
curbed by an entirely objective search for 
the pure, unvarnished truth. There have 
been reports, for example, of a special agent 
going to the employers of a witness whose 
testimony he did not like and informing 
them that the man had given perjured testi- 
mony to the Treasury Department. Such 
unpleasantness can be avoided if the witness 
is produced for the first time at the trial. 


Let us suppose still another situation. 
Assume that, in a net worth case, the gov- 
ernment’s computations show an unexplained 
increase in net worth for the year 1950 in 
the amount of $50,000, consisting of the 
purchase of securities. Assume further that 
the taxpayer contends that he had accumu- 
lated $50,000 in currency ten years earlier, 
that in 1949 he had invested this $50,000 in 
some real estate in another city and that in 
1950 he sold that real estate and used the 


*See Cohen v. U. 8., 53-1 ustc 1 9165, 201 F. 
(2d) 386 (CA-9). 


886 


December, 1955 @ 


proceeds to purchase the securities which 
are reflected in the government’s net worth 
computations as unreported income. The 
disclosure before indictment of the purchase 
of the out-of-town real property in 1949 and 
its sale in 1950 would simply shift the gov- 
ernment’s case from 1950 to 1949. In other 
words, the government would accept the 
verified fact that the real property was pur- 
chased and sold, but it would ignore the 
taxpayer's contention that the property was 
purchased with previously accumulated cash. 


However, if the existence of the out-of- 
town property is not revealed until the trial, 
the government’s case for 1950 will be 
thrown out of court. It will then probably 
be too late to return an indictment for the 
year 1949, and justice will have prevailed. 


These illustrations are not given for the 
purpose of suggesting that stealthy or shady 
tactics should be used by the taxpayer’s 
representatives, and any implication that the 
great bulk of government attorneys and 
investigators are more interested in getting 
convictions than in getting the truth would 
be inaccurate and unfair. Yet, if we are 
realistic, we must recognize that there is 
an occasional case in which the government 
people have become so blindly convinced 
of guilt that any evidence to the contrary 
is thought of as a fabrication or technical- 
ity which must be demolished so that justice 
can triumph. Let it be said that there are 
also some private practitioners who are 
more concerned with presenting a defense 
than presenting the truth, although here, 
again, the numbers are much smaller than 
some people think. What we are talking 
about is not the unethical presentation of 
false testimony, but rather the exercise of 
good judgment in picking the most oppor- 
tune time for presenting bona-fide evidence. 
In a trial, as in a game of bridge, the time 
to play the ace is often of critical importance. 
















If it seems wise to delay the presentation 
of significant evidence until the trial, it 
might be well to forego the conferences 
with the government attorneys, or at least 
to limit the scope of them drastically. The 
submission of valuable testimony at the 
trial, after a series of conferences at which 
the impression has been given that no such 
evidence exists, will be played up by the 
government attorneys as an indication that 
the evidence is of a recent origin and ques- 
tionable paternity. For that reason, the 
taxpayer's attorney has to be circumspect 
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In a trial, as in a game of bridge, 
the time to play the ace 
is often of critical importance. 


and careful in his dealings with the govern- 
ment—more so than the government at- 
torneys need to be in their dealings with 
him, since no such inference arises when 
the government pulls a surprise on the de- 
fendant (as it often does). 


While the actual trial of a tax-evasion 
case is beyond the scope of this paper, 
brief mention should be made of certain 
valuable things which can be done in prep- 


aration for the trial. 


The form of indictment which has been 
in use for the past ten years sets forth 
only the net income and tax reported by the 
taxpayer on his return, and the total 
amount of net income and tax which the 
government considers to be correct. It 
does not set forth the manner in which the 
income has been computed or the items 
which make it up. When this “short form” 
of indictment was adopted by the Depart- 
ment of Justice, it was the expectation of 
the Department that bills of particulars 
would ordinarily be given on request to 
provide the defendant with the detailed 
items of income and deductions making up 
the alleged income, comparable to the in- 
formation which the old form of indictment 
gave him. This expectation was short-lived, 
however, and the government now consist- 
ently opposes a motion for a bill of particulars. 
Since the granting of this motion is within 
the almost unfettered discretion of the trial 
judge, the attitude of the courts varies 
greatly from district to district. Usually, 
the government will state in its opposition 
to the motion the method it has used in 
computing the income alleged in the in- 
dictment (that is, specific items, net worth, 
bank deposits, etc.). Some courts will not 
require the government to state more, al- 
though there are many cases in other jur- 
isdictions which require a more specific 
statement. The advantages to the defend- 
ant in obtaining as detailed a bill of partic- 
ulars as possible are readily apparent. Not 
only does it provide him with information 
which will facilitate his preparation and 
avoid needless expense on immaterial mat- 
ters, but it may also prevent the government 
from injecting “surprise” issues at the trial. 


* Rule 15, Federal Rules of Criminal Pro- 
cedure. 
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In one case, for example, the government 
attempted, in its cross-examination of the 
defendant, to show that he had failed to re- 
port money received on the sale of an ease- 
ment and that his deductions for charitable 
contributions were incorrect, These issues, 
which had never been mentioned at any 
time during the many conferences in the 
case, were ruled out at the trial only because 
the government had stated in its opposition 
to a motion for a bill of particulars that, “as 
the defendant well knew,” the alleged unre- 
ported income consisted entirely of unre- 
ported sales of merchandise. 


There are also other means by which a 
defendant in a criminal case can obtain in- 
formation before trial. Depositions are not 
customary in criminal cases, but they may 
be taken in appropriate circumstances, where 
it appears that the witness may be unable 
to attend a trial, that his testimony is ma- 
terial, and that it is necessary to take his 
deposition in order to prevent a failure of 
justice. The deposition may be taken only 
by order of court made on motion of a 
defendant.” 


Of more frequent use are the discovery 
provisions set forth in Rules 16 and 17 of 
the Federal Rules of Criminal Procedure. 
These provisions may be particularly help- 
ful in tax cases, since the government often 
takes physical possession of third-party rec- 
ords, and thereby precludes the taxpayer’s 
representatives from having access to them 
during the investigation. It is often impos- 
sible to make any comprehensive analysis 
of these records during the trial, and the de- 
fendant will be at an obvious disadvantage 
if he is unable to inspect them in advance. 
Rule 16 provides that, upon the motion of a 
defendant, the court may order the govern- 
ment to permit the defendant to inspect and 
copy books and records obtained from or 
belonging to the defendant, or obtained from 
others by seizure or by process, upon a 
showing that the items sought may be ma- 
terial to the preparation of his defense, and 
that the request is reasonable. Rule 17 pro- 
vides for the issuance of a subpoena direct- 
ing a person in possession of books and 
records to produce them in advance of trial for 
inspection by the parties and their attorneys.” 


Timely resort to these rules is often of 
material assistance in making adequate prep- 
arations for the trial, and their use should 
not be overlooked. 





4 The leading case on the scope of these rules 
is Bowman Dairy Company v. U. 8., 3Al U. S. 
214 (1951). 
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If the taxpayer voluntarily makes 
statements to the agents, those can be 
used against him at the trial. 


Reference has been made above to the 
taxpayer's privilege to refrain from cooper- 
ating with the investigating agents. This 
right is based on the Fifth Amendment, 
which provides, in substance, that a person 
may not be compelled in a criminal case to 
be a witness against himself. This privilege 
applies only to individuals and not to cor- 
porations. It is a personal one, which can 
be claimed only by the taxpayer himself, and 
the privilege can be waived by failure to 
claim it—that is, if he voluntarily makes 
statements to the agents, those can be used 
against him at the trial. 


Since most revenue investigations are for 
purely civil purposes, the mere fact that a 
taxpayer’s returns are being audited does 
not put him on notice that the investigation 
may be pointed toward criminal prosecu- 
tion. In most situations, therefore, he will 
make his records available to the agents and 
will answer their questions without realiz- 
ing that the consequences may be penal in 
nature. Nevertheless, there is no affirmative 
duty on the agents to inform him that the 
investigation is not a routine one.™ 


The agents are under an obligation, how- 
ever, to refrain from misrepresenting the 
nature of the case, either directly or by im- 
plication. It would be rare for an agent to 
make a direct misrepresentation that a fraud 
investigation was only a routine audit. But 
it is not uncommon for the agents to re- 
frain from explaining that criminal prosecu- 
tion is one of the possible objectives of the 
investigation until they have milked the tax- 
payer and his records of sufficient informa- 
tion to insure the achievement of their goal. 
In the recent case of U. S. v. Lipshitz, cited 
above, a special agent who had been as- 
signed to the case used a revenue agent as 
a “front man” for obtaining from the tax- 
payer “extensive information and extracts 
from the taxpayer’s books and records, far 
in excess of those required for the customary 
routine audit of a Revenue Agent.” The 
special agent did not himself contact the 
taxpayer nor was the latter informed that a 
special agent had been assigned. The court 
granted the defendant's motion to suppress 
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this evidence with the observation that ob- 
taining evidence by such methods “cannot 
be appreciably distinguished from the ob- 
tainment thereof by stealth or subterfuge.” 


It is quite possible that the special agent 
in that case had no intent to deceive the 
taxpayer, and that he had the revenue agent 
do this work simply because the special 
agent himself was too busy to participate 
actively in the investigation. Nevertheless, 
regardless of how free from bad faith he 
might have been, the effect of conducting 
the investigation in this way was to avoid 
giving any indication that a fraud investiga- 
t'on was being conducted. 

Another case in which the evidence was 
suppressed is In re Liebster, 50-2 ustc § 9357, 
91 F. Supp. 814 (DC Pa., 1950). The court 
held there that the taxpayer had waived his 
rights under the Fifth Amendment, and had 
given testimony and furnished his records 
in reliance on an implied promise that no 
prosecution would result. This implied prom- 
ise resulted from the special agent’s failure 
to contradict the taxpayer’s attorney when 
the latter stated that the testimony and rec- 
ords were being submitted as part of a vol- 
untary disclosure under the then-effective 
(but since discarded) policy of the Treasury 
Department not to prosecute taxpayers who 
voluntarily confessed their sins. 


Where the evidence has been obtained in 
violation of the taxpayer’s constitutional 
rights, the court will suppress not only that 
evidence, but all other evidence developed 
as a result of leads found in the evidence 
obtained illegally from the taxpayer. It does 
not matter that the same facts could have 
been established through independent sources 
of information, if in reality the facts were 
discovered through the use of the evidence 
obtained from the taxpayer 


Since many agents are not adequately 
trained in the limitations which the Fourth ™ 
and Fifth Amendments impose on their in- 
vestigative efforts, they at times violate the 
taxpayer’s rights without ever intending 
to or realizing that they have. An agent 
who has been given the privilege of using a 
desk in the taxpayer’s office may, for ex- 
ample, feel free to*look at records, in the 
files or on the desk, which he has not been 
authorized to see;" if he finds there evidence 
which is helpful to his cause, he may make 
use of it without ever asking the taxpayer’s 





™ Montgomery v. U. 8., 53-1 ustc 1 9336, 203 
F. (2d) 887 (CA-5). 

* The Fourth Amendment prohibits unreason- 
able searches and seizures. 
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4% See U. 8. v. Guerrina, 53-1 ustc { 9369, 112 
F. Supp. 126 (DC Pa.), opinion modified, 55-1 
ustc $9143. See also U. 8. v. Wolrich, 54-1 
ustc § 9276, 119 F. Supp. 538; further opinion 
at 55-1 usrc { 9237. 
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Of the 27 income tax evasion cases 
pending before the United States 
Supreme Court on October 3, 1955, 
13 were net worth prosecutions. 























permission or even informing him that he 
has examined such evidence. It is well to 
bear these possibilities in mind in question- 
ing the taxpayer and his accountant as to 
just what has gone on in the investigation 
prior to the time the lawyer has been re- 
tained. If a basis for suppressing evidence 
exists, care should be taken to avoid any 
conduct which might be construed as a sub- 
sequent waiver of the taxpayer’s constitu- 
tional rights. For example, if the revenue 
agent thereafter requests that he be permit- 
ted to look at the books again, and the tax- 
payer voluntarily permits him to do so, no 
basis would remain for suppressing the evi- 
dence, even though the grounds for doing 
so had existed before. Similarly, a taxpayer 
who gives testimony damaging to himself, 
in reliance on the representation that the 
case is purely a civil one, could have that 
evidence suppressed, but not so if there- 
after, with full knowledge that a criminal 
investigation is under way and of his legal 
rights, he submits to further questioning on 
the same points and gives the same answers. 

Some question had been raised lately as to 
whether a taxpayer’s business records are 


under the protective cloak of the Fifth 
Amendment. In the recent case of Beard v 
U. S., 55-1 ustc 99400, 222 F. (2d) 84 


(CA-4), cert. den., October 10, 1955, the trial 
court had instructed the jury that while the 
taxpayer had the right under the Fifth Amend- 
ment to refuse to surrender or allow inspec- 
tion of his books and records, the jury could 
consider the refusal as a circumstance in 
determining the issue of guilt. The defend- 
ant contended on appeal that the latter por- 
tion of this instruction violated the Fifth 
Amendment, because it deprived him of the 
full benefit of his privilege to refuse to per- 
mit inspection of his records. The Fourth 
Circuit upheld the instruction on the ground 
that the Fifth Amendment did not apply be- 
cause the records in question were business 
records required to be kept by the Internal 
Revenue Code and therefore were “semi- 
public” in character. The opinion relied upon 
the decision of the United States Supreme 
Court in Shapiro v. U. S., 335 U. S. 1, which 
held that business records required to be 


1% Holland v. U. 8., cited at footnote 2; Fried- 
berg v. U. 8., 54-2 usre 4 9713, 348 U. S. 142; 
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kept for OPA purposes were not protected 
by the Fifth Amendment. The defendant in 
the Beard case filed a petition for certiorari 
with the Supreme Court, and the American 
Sar Association, through its Bill of Rights 
Committee, filed a brief with the Supreme 
Court in support of the defendant's position. 
The question, as stated by the American 
Bar Association’s brief, was: “Are personal 
records of a taxpayer outside the protection 
of the Fifth Amendment by virtue of the 
provisions of the Internal Revenue Code?” 


In a supplemental memorandum filed in 
response to this brief, the United States 
took the position that if the case actually 
presented that issue, it would not oppose 
the petition for certiorari because of the 
serious and important nature of that ques- 
tion, The memorandum went on to state 
that the Beard did not involve that 
problem because the defendant had not ef- 
fectively claimed his privilege against self- 
incrimination. Thus, it appears that the gov- 
ernment does not and will not contend that 
the Beard case stands for the doctrine that 
business records kept for income tax pur- 
poses are outside the protection of the Fifth 
Amendment. For the time being, at least, 
we may assume that a taxpayer can prop- 
erly apply the Fifth Amendment to his busi- 
ness records. Whether the language of the 
Beard case will grow in stature and someday 
result in a holding by the Supreme Court 
that the doctrine of the Shapiro case should 
be extended to ordinary business records is 
an open question which only the future can 
answer. 


case 


No discussion of tax fraud investigations 
would be complete without some reference 
to the net worth method of establishing 
income, The widespread use of this method 
during the past few years resulted in a 
heavy flood of appeals raising a large variety 
of questions, the most important of which 
related to the requirements of proof which 
the government must make in order to es- 
tablish a prima-facie case. In December, 
1954, the United States Supreme Court re- 
viewed these problems comprehensively in 
a group of four cases,” in each of which the 
government’s use of the net worth method 
was sustained. The opinions went far be- 
yond the facts of the four cases in order to 
lay down sweeping rules intended to cover 
just about every type of problem which 
might arise in a net worth case, In January 
of 1955, it remanded ten other net worth 


Smith v. U, 8., 54-2 uste 1 9715, 348 U. S. 147: 
U. 8. v. Calderon, 54-2 ustc { 9712, 348 U. S. 160. 
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cases pending before it to the courts of ap- 
peals for the various circuits with instruc- 
tions to reconsider them in the light of the 
four Supreme Court decisions. 


It is interesting to note that of the 27 in- 
come tax evasion cases pending before the 
Supreme Court on October 3, 1955, 13 were 
net worth prosecutions. 


The rules laid down with respect to net 
worth cases will apply to a considerable ex- 
tent in bank deposits cases, since both are 
indirect methods of proving income which 
rely primarily on the inferences to be drawn 
from circumstantial evidence. In the net 
worth method, the taxpayer’s increase in 
net worth during the year is determined. 
The amount of his nondeductible expendi- 
tures which are not reflected in his assets at 
the end of the year (such as personal living 
expenses, federal income tax payments, and 
gifts to his children) is added, and this total 
is adjusted by the subtraction of any non- 
taxable receipts (such as gifts, inheritances 
or the nontaxable portion of capital gains). 
The resulting figure is considered to be his 
net income for the year. This method in- 
volves a number of assumptions, and much 
of the litigation has revolved around the 
amount of proof which the government 
must introduce in order to permit these as- 
sumptions to be drawn. 


In the language of the Supreme Court in 
the Holland case :" 


“Increases in net worth, standing alone, 
cannot be assumed to be attributable to cur- 
rently. taxable income, but proof of a likely 
source, from which the jury could reason- 
ably find that the net worth increases sprang, 
is sufficient.” 

Thus, if a defendant has no demonstrable 
sources of income, an increase in his net 
worth, no matter how large, would not be 
sufficient to support a government conten- 
tion in a criminal case that the net worth 
increase was attributable to income, If, how- 
ever, the government can show that he was 
engaged in some activities of a nature which 
can produce income, a prima-facie case would 
be made out sufficient to submit to the jury. 


Prior to the Holland case, the view had 
been held by many courts” and commenta- 





The free hand given to the government 
in net worth cases provides it with 

a potent weapon in tax enforcement, 
and the courts are not likely 

to impose tighter restrictions if 

this power is applied wisely 

and with reasonable restraint. 


tors ™ that the government’s right to use the 
net worth method was based upon a show- 
ing that the books and records of the tax- 
payer were incomplete or inadequate. The 
Holland case held otherwise, however, and 
declared that the government need not dis- 
credit the taxpayer’s books and records as 
a prerequisite to using some indirect method 
of proving the income. The defendant, of 
course, may wish to use his books and rec- 
ords defensively, and if he does the jury 
will have to decide which method should be 
followed in computing his income. If the 
defendant personally did not handle the 
transactions, and the people who did handle 
them testify that every dollar of income was 
recorded in the books, and the government 
cannot show any specific evidence to the 
contrary, the jury might well conclude that 
it should not indulge in the assumptions and 
approximations which the net worth method 
necessarily involves, but should instead rely 
upon the books as an accurate measure of 
the defendant’s income. 


So far, the government has not resorted 
very often to the net worth or bank deposit 
method where the taxpayer has a demon- 
strably “perfect” set of records which can 
be authenticated by the testimony of inde- 
pendent witnesses. 


The greatest source of controversy in net 
worth cases relates to the amount of net 
worth at the starting point of the prosecu- 
tion period. The government does not, of 
course, have to establish the net worth 
down to the exact dollar. It must, how- 
ever, exclude with reasonable certainty 
the possibility that the taxpayer had addi- 
tional assets at the starting point in an 
amount sufficient to overcome the under- 
statement of income which the government’s 
net worth computations show. In other 





* Cited at footnote 2, at pp. 137-138. 

See, for example, Remmer v. U. 8., 53-1 
ustc { 9421, 205 F. (2d) 277 (CA-9), Judgment 
vacated on other grounds, 347 U. S. 227 (1954); 
U. 8. v. Riganto, 54-2 ustrc 1 9531, 121 F. Supp. 
158 (DC Va.); Glackman, CCH Dec. 18,692(M), 
10 TCM 1132 (1951); Talley, CCH Dec. 19,778, 
20 TC 715. 


“Including the author. See Avakian, ‘‘The 
Net Worth Method of Establishing Fraud,” 
Proceedings of New York University Eleventh 
Annual Institute on Federal Taxation (1953), 
p. 707; see also Burns and Rachlin, ‘‘How to 
Defend Net Worth Cases,’’ 32 Taxes 537 (July, 
1954) 
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words, if the government contends that there 
was an understatement of income, computed 
on the net worth method, of $50,000, it must 
show facts from which it can reasonably be 
inferred that the taxpayer did not have ad- 
ditional assets, at the starting point, of 
$50,000 more than that set forth in the gov- 
ernment’s computations.” 


The government may meet this obligation 
in various ways. It may, for example, in- 
troduce a financial statement signed by the 
taxpayer (perhaps for credit purposes) at 
or near the starting point. This would jus- 
tify the conclusion that he had no assets other 
than those listed on the statement. Or the 
taxpayer may have gone into bankruptcy 
several years prior to the starting point or 
have taken an oath of poverty (perhaps for 
the purpose of getting a bargain settlement 
of his tax deficiencies of an earlier period). 
The government may properly assume that 
he had no assets (other than those listed) 
at the time of the bankruptcy petition or the 
poverty oath, and it may analyze his reported 
income and his expenditures and investments 
from that time up to the starting point, for 
the purpose of excluding the possibility that 
he had saved any money in addition to the 
“visible” assets at the starting point of the 
investigation. Or a long period of economic 
distress prior to the starting point may be 
used to create the inference that there were 
no substantial additional assets. Sometimes 
the taxpayer himself makes the statements 
to the investigating agents as to his starting 
point net worth, and that, of course, if cor- 
roborated by some other evidence, is ad- 
missible at the trial, and just about gives 
the government an ironclad case. 


It is apparent that in many situations the 
burden of proof is realistically shifted to the 
defendant. Once the government shows that 
it has made a comprehensive inquiry into 
the taxpayer’s starting point net worth, the 
jury will accept those computations as cor- 
rect unless the defendant comes forward 
with some convincing proof that he had other 
assets, Usually the taxpayer contends that 
he had a substantial accumulation in cash 
whi h he kept either in his safe deposit box 
or at his home, and which he later used to 
make the investments which create the ap- 
parent increase in his net worth. Unless the 
taxpayer can corroborate his testimony by 
independent evidence, he is not likely to 


persuade the jury. Of course, if he can pro- 
duce a witness who had personal knowledge 
of the cash fund™ or if he can show that he 
had previously reported large amounts of 
income, far in excess of his visible invest- 
ments, his story will carry greater weight. 


Another assumption in the net worth 
method is that the increase in net worth 
was the result of unreported income, rather 
than a reflection of nontaxable receipts. The 
taxpayer may claim, for example, that his 
aged parents had accumulated a small for- 
tune in currency which they turned over to 
him shortly before they died, and that he, 
in turn, invested this money. This happens 
occasionally, and so the claim is not com- 
pletely ridiculous. Yet most people have a 
sneaking suspicion that it does not occur 
as frequently as the claim is made. Since a 
matter of this kind may be just as difficult 
to prove as it is to disprove, the question of 
where the burden of proof lies is an extremely 
important one. 


In a bank deposit case, there is an as- 
sumption that all unidentified deposits rep- 
resent unreported income. This may or may 
not be true, but on a showing to the govern- 
ment that it has made a reasonably compre- 
hensive effort to identify all deposits, the 
jury would be permitted to infer that un- 
identified ones constituted taxable income. 
It would be up to the defendant to come 
forward with convincing evidence to the 
contrary, if he hoped to avoid a conviction. 


Bank deposit cases are not anywhere near 
as frequent as net worth cases. This is prob- 
ably because the assumptions in a bank de- 
posit case are ordinarily not as strong as 
those in a net worth case. It is a common 
matter for many of us to cash checks as 
accommodations for our friends; and mer- 
chants, of course, do this on a large scale, as 
a courtesy to their customers. The deposit 
of these accommodation checks obviously 
does not represent the receipt of income. 
Similarly we may borrow money from our 
friends, or loati money to them. The deposit 
of these borrowed funds or repaid loans 
does not constitute income; and yet, several 
years later, we may be hard-pressed to ex- 
plain what the particular item was, If the 
income indicated by the bank deposit analy- 
sis is comparable to that which can be com- 
puted on the net worth-expenditures method, 





” For an interesting application of this doc- 
trine, see Costello v. U. 8., 55-1 ustc 7 9342, 221 
F. (24) 668 (CA-2). cert. granted, October 10, 
1955. 

*See, for 
19,832(M), 


example, Spalding, 
12 TCM 883 (1953), 


CCH Dec. 
where the court 
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described the taxpayer's testimony as to how 
he had accumulated $75,000 in currency as 
“beyond belief,’’ but nevertheless gave him 
credit for it because his brother, who had per- 


sonally counted at least $61,000 of it, was a 
credible witness 
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the government will ordinarily base its case 
on the latter method and perhaps use the 
bank deposit method only as secondary and 
accumulative evidence. On the other hand, 
if the net worth-expenditures analysis does 
not substantiate the bank deposit analysis, 
the government is often likely to consider 
the bank deposit analysis unreliable 

One other important feature of the Hol- 
land opinion is the obligation placed on the 
government to investigate or at least to ne- 
gate leads furnished by the taxpayer during 
the investigation. While the courts cannot 
instruct the executive department as to how 
to do its work, they must pass on the legal 


effect of that work. The failure to investi- 


gate plausible leads means that the investi- 
gation has not been sufficiently comprehensive 
to warrant the inference that all assets at 
the starting point have been accounted for. 
This does not mean that agents have to be- 
come errand boys for the taxpayer. But if 
they do not run down his leads, they must 
be prepared to contradict them in some other 
way, or to show that they are not sufficiently 
credible to warrant running down. 

The free hand given to the government in 
net worth cases provides it with a potent 
weapon in tax enforcement, and the courts 
are not likely to impose tighter restrictions 
if this power is applied wisely and with rea- 


sonable restraint [The End] 
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One Year of Trust Income Taxation 


Under the 1954 Code 


By AUSTIN FLEMING, Attorney, The Northern Trust Company, Chicago 


YEAR AGO,’ I voiced deep dissatisfac- 

tion with the new Code provisions re- 
lating to the taxation of income of 
and estates. It seemed the drafters of Sec- 
tions 641 to 668 could hardly have been 
aware of all the problems they were cre- 
ating when they wrote those sections, 


The difficulties that time were 
only a few that were to develop in the 
months to follow, in the practical applica- 
tion of 


' 


trusts 


raised at 


those Fiduciaries from 
one end of the country to the other found 
their efforts to understand and comply with 
them before the tax deadline a veritable 


nightmare of uncertainty and frustration. 


sections, 


It was the end of January before Form 
1041 was released and, when it appeared, 
it was utterly impossible to complete in 
the prescribed manner. The instructions 
were just as complicated and hard to fol- 


‘Income Taxation of Trusts and Estates 
Under the 1954 Code,"' 32 Taxes 931 (Decem- 
ber, 1954) 

2A reflection of this fact is evident from the 
October, 1955 Bulletin of the Section of Taza- 
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low, and they led to interminable computa- 
tions before reaching end results. Many 
trustees had already notified their benefi- 
ciaries of shares of income and deductions 
on the basis of what was thought to be 
Treasury position, only to find that a last 
minute change in the instructions regarding 
the necessity for apportionment of deduc 
tions required them to make the computa 
tions all over again. It was pathetic to see 
trust and tax men in the smaller 
communities trying to figure out what it 
was all and many of their 
sophisticated brethren in the large 
better advised. Most 
ciaries simply threw up their hands. They 
did not have the computing machines or 
the personnel or the “know how” 
plete their returns in the 
and the called 


officers 
about, more 
cities 


were scarcely fidu- 


to com- 
form 
for.” In the 


way the 
instructions 


tion of the American Bar Association, where, 
on p. 2, it is stated: 

“The Commissioner of Internal Revenue has 
asked our aid and cooperation in furthering 
our efforts to obtain better compliance with the 
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end, they figured out the taxes and spread 
the distributions in the most equitable man- 
ner following procedures to which they 
were accustomed under the former law, ex- 
cept where a clear departure was provided, 
and let it go at that. 


sut my purpose here is not just to com- 
plain. Perhaps the experience of the year 
was unavoidable in any switch to a different 
taxing system and served a purpose in 
pointing up deficiencies in the new law. 


A year ago it seemed evident that reme- 
dial legislation was needed at an early date. 
That need is even clearer now. But whereas 
a year ago it was hard to see anything to 
commend about the new sections, and old 
Section 162 looked good by comparison, it is 
possible today to pinpoint some ten specific 
situations in which corrective legislation 
would go far towards making the new sec- 
tions workable and equitable. I can make no 
better commentary on the experience of this 
first year of trust and estate income taxation 
under the 1954 Code than to outline those 
situations and indicate how they should be 
corrected. 


At the outset I wish to pay tribute to the 
Committee on Taxation of the Trust Divi- 
sion of the American Bankers Association, 
until September by 
Winston-Salem, North Carolina, 
Anthony G. Quaremba of 
York City, for the work it has done 
The 
diligently and 
to bring the practical problems 
have under this section to 
the attention of the Treasury, to crystallize 
a series of 


chairmaned 
Bethel of 
and 
New 
with the Treasury in this field. 
Committee has worked 
effectively 
which 


Carlysle 


now by 


Tax 


arisen 


recommendations for corrective 
legislation, and to make helpful suggestions 
to simplify and improve Form 1041. Tribute 
likewise goes to Laurens Williams and his 
staff at the Treasury 


of these problems and more 


for their recognition 


especially for 


their sincere efforts to improve and simplify 
Form 1041 for use next year. 


I have studied 
(Footnote 2 continued) 
requirements of Form 1041, Fiduciary Income 
Tax Return The field offices of the Service 
report that many fiduciary returns filed for 1954 
by corporate trustees either failed to fill in 
income, deduction or dividend exclusion items 
appearing on page 1 of the return or did not 
submit the information required in Schedules, 
E, F, Gand H 

“The incomplete information makes it im- 
possible for the Service to determine the taxable 
income of the fiduciary and the amount and 
character of distributions to beneficiaries, and 
results in a tremendous administrative problem 

Those members who are concerned with 
fiduciary returns will, I am sure, want to 
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the new form, including Schedule J for 
the allocation of accumulation distribution, 
and find it greatly improved and simplified 
over last year’s form. It seems as under- 
standable and workable as the present tax 


structure permits. 
3ut the forms cannot 


flaws in the tax law. 


overcome basic 


I now turn to these. 


Principal Deductions 


One of the stated objectives in revising 
the sections on income taxation of estates 
and trusts was to prevent the wastage of 
deductions which occurred under old Sec- 
tion 162. Unless there were capital gains 
against which to apply them, any deduc- 
tions for corpus expense were unusable and 
lost. For example, many trustees who 
charged a part of their fees to corpus found 
they had no income against which to offset 
these deductions, 

To achieve this objective, the drafters of 
the new 
concept 
which 


sections devised a new 
called “distributable net income” 
in Section 643(a) is defined as the 
“taxable income” of the estate or trust (with 
certain modifications) regardless of to whom 
taxed. Such taxable 
maximum measure of tax 


income 


income is made the 


liability of the 
beneficiary. 


The income benefi 
ciary the benefit of all deductions, including 
those charged to corpus,’ to 
of the remainderman himself might 
have a tax to pay and could use the 
deduction. For example, if the trustee had 
a net capital gain of $5,000, a trustee’s fee 
of $5,000 charged to corpus, and dividend 
income of $10,000, the new 
the effect of reducing the income 
ciary’s taxable income by the 
the corpus charge, 
sentative of the remainderman pays a tax 
on the capital. gain undiminished by the 
deduction with which he has actually been 
charged. 


effect is to give the 


the exclusion 
who 


sections have 
benefi 
amount ot 
while the trust as repre 


cooperate with the Commissioner in seeing to 
it that complete returns are filed in the future.’ 

* See H. Brian Holland, ‘‘A Proposed Revision 
of the Federal Income Tax Treatment of Trusts 
and Estates,"’ 53 Columbia Law Review 316, 324 
(1953). 

‘See explanation of Sec. 652 in the Senate 
Finance Committee report: ‘‘The effect of this 
limitation is to give the beneficiary the benefit 
of certain statutory deductions, such as trus- 
tees’ commissions allocabie to corpus, which 
are allowed to a trust under the 1939 Code, 
but which may be wasted because the trust 
distributes all of its income and thus has deduc- 
tions in excess of gross income."’ 
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This inequity created many troublesome 
situations during the year and continues to 
do so. I am advised that there has already 
been litigation in Philadelphia over a situ- 
ation which arose last year in a trust that 
had incurred a sizable attorney’s fee. The 
trustee sold securities to obtain funds to 
pay the fee and in doing so realized a sub- 
stantial capital gain. The Code provisions 
required the benefit of the fee to be given to 
the income beneficiary. The remainder in- 
terests against whose account the fee was 
charged, and who were deprived of the 
benefit of the deduction against their capital 
gain, brought suit against the income benefi- 
ciary and the trustee for an adjustment, and 
undoubtedly other actions will be brought 
for similar relief as such situations recur. 


Section 643(a) should be amended to 
provide that only the excess of deductions 
chargeable to corpus over items of income 
allocable to corpus shall be taken into ac- 
count in computing distributable net income. 
This will prevent a wastage of such de- 
ductions without taking away from the 
remainderman deductions to which he is 
primarily entitled. 


Conduit Rule as Applied to Expenses 


Section 652(b) provides as to simple 
trusts and Sections 661(b) and 662(b) as to 
complex trusts and estates that amounts of 
income in the hands of a beneficiary shall 
have the same character as in the hands of 
the trustee, thus giving effect to the so- 
called conduit principle. They also pro- 
vide that items of deduction entering into 
the computation of distributable net income 
shall be allocated among items of distrib- 
utable net income in accordance with the 
Commissioner’s regulations. 


A question which immediately arose was 
whether it was necessary to apportion gen- 
eral deductions for taxes, interest, and the 
deductible part of trustee’s fees against the 
various classes of taxable and partially tax- 
able income, such as dividends before and 
after August 1, corporate bond interest, par- 
tially taxable United States bond interest, 
rents, etc., or whether the trustee could 
apply such deductions in full against any 
one of these classes of income of the fidu- 
ciary’s choice, similar to the manner in 
which an individual may do.’ For example, 
assume a trustee receives in a given year 
$4,000 of dividend interest, $500 of partially 
exempt United States bond interest, and 


*See p. 3 of Form 1040 wherein interest, 
taxes and miscellaneous deductions are taken 
in full to reduce adjusted gross income. 


$500 of corporate bond interest and pays 
$100 for personal property taxes and $400 
as the deductible share of trustee’s fees. 
Must the $500 deduction be spread four 
fifths to dividend income (with a further 
division for dividends received before and 
after August 1), one tenth to partially 
exempt bond interest, and one tenth to 
corporate bond interest, or could he claim 
the full deduction against one class of in- 
come which he believes most advantageous? 
The early Treasury view was that all such 
deductions had to be spread among all of 
the various classes of income. Not only 
did this entail endless labor on the part of 
trustees to spread the allocation, but it had 
the effect of restricting the trustee’s deduc- 
tions to a smaller amount than would have 
been allowed an individual. However, when 
the final instructions were released in Janu- 
ary they contained one short sentence tucked 
away on one of the back pages to the effect 
that “these deductions may first be allo- 
cated to the gross amount for any column,” 
thus reversing the earlier position. This 
same sentence appears in the new instruc- 
tions, but so substantive a matter should 
not be left on so tenuous a basis or even 
to a regulation of the Commissioner. Sec- 
tions 652(b), 661(b) and 662(b) should be 
amended to state affirmatively that deduc- 
tions allowed under the general sections 
of the Code (interest, taxes, deductible por- 
tion of trustee’s fees, etc.) may be taken in 
the manner most advantageous to the trus- 
tee at his election. This is not to give 
the trustee favored status, but to put him 
in an exactly comparable position to that of 
an individual taxpayer, consistent with the 
conduit theory. 


Extension of Separate-Share Rule 


Section 663(c) provides that in case of 
a single trust having more than one benefi- 
ciary, it is permissible to treat the shares 
of different beneficiaries as separate trusts. 
The provision is very general—so general 
that a year ago I did not find occasion to 
refer to it in my discussion. 


However, during the year it has proved 
to be one of the most important and fre- 
quently used provisions in the chapter to 
prevent hardship and inequitable attribu- 
tions of taxable income in a variety of cir- 
cumstances resulting from the application 
of Sections 661 and 662. Assume a trust 
pays one half of the income currently to 
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A and accumulates the remaining one half 
for the benefit of B, a minor. During the 
year A has a serious accident and the trustee 
pays to him an amount from principal to 
meet the emergency. Assume also that his 
share of income plus the payment from 
principal equals or exceeds distributable net 
income of the trust for that year. Under 
the rule of Section 662(a), the entire dis- 
tributable net income of the trust, including 
the share of income held for later distribu- 
tion to the minor, will be taxed to A. Sec- 
tion 663(c), however, appears to permit the 
trustee to segregate the minor’s share of 
income and pay a tax on it separate and 
apart from A’s share, thus preventing the 
shocking inequity that would otherwise re- 
sult, 


Or assume a trust for two children, A 
and B, with corpus distributable one half to 
each upon attaining the age of 25. A reaches 
that age in a given year and the trust termi- 
nates as to him, but continues on for B. 
The trustee charges a termination fee for 
its work in making distribution to A. Under 
Section 662(a), that fee would inure to the 
equal benefit of A and B, although in fair- 
ness it ought to reduce only A’s share of 
income, and not B’s for whom the trust 
continues. Assuming Section 663(c) applies 
to partial terminations, it appears to allow 
the trustee to segregate A’s share of income 
and attribute the fee solely to it and thus 
prevent inequity. 


Unfortunately, however, Section 663(c) is 
limited in its application solely to trusts and 
does not extend to estates in probate where 
the need is often the greatest. For example, 
an estate is given one half to a widow and 
the other half equally to children. In a 
given year the distributable net income of 
the estate is $25,000, but no income is in 
fact distributed during that year. On order 
of the probate court a widow’s award is 
allowed in the amount of $25,000 payable 
from principal. To point up the difficulty 
even more, assume, too, that the widow is 
content to take household furniture and 
furnishings and other personal effects in 
partial satisfaction of the award. Without 
the benefit of Section 663(c), it appears that 
the widow may be taxed on the entire dis- 
tributable net income of the estate for the 
year, despite the fact that under the will 
she is entitled to only one half of the estate 
and the balance passes to others. 


The interests of devisees and legatees of 
an estate are as divisible and capable of 


*Tilinois Revised Statutes, 1955, Ch 3, Sec. 
330. 
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separate-share treatment as the interests 
of beneficiaries of a trust, and the same safe- 
guards to prevent one devisee wr« legatee 
from being taxed on the income eventually 
payable to another should be provided for 
estates as well as for trusts. 


Extension of Exclusions 
to Court Allowances Paid from Corpus 


Section 663(a)(1) sets forth certain ex- 
ceptions to the rules of attribution of income 
appearing in Sections 661 and 662, One of 
these exceptions excludes from attribution 
any amount paid as a gift or bequest of a 
specific sum of money or specific property 
pursuant to the “terms of the governing 
instrument.” 


Almost every state has a provision in its 
probate laws for an allowance to the surviv- 
ing spouse of a decedent. In some states 
it is paid monthly from income. In others, 
as in Illinois,’ it is a lump sum payable in 
three installments from corpus. Such a 
lump-sum allowance is not a gift or bequest 
made under the terms “of the governing 
instrument,” and therefore would not be 
covered by the exception under Section 663 
(a)(1). At the same time, such an allow- 
ance, though paid from corpus, falls within 
the taxable income language of “all other 
amounts properly paid, credited or required 
to be distributed” in a taxable year under 
662(a). Accordingly, if the distributable 
net income of an estate equals or exceeds 
the amount of a widow’s award (as in the 
example given above), the amount of the 
award would carry with it the attributes of 
a distribution of income, and since not taken 
out as an exception, would have to be in- 
cluded in the allocation of distributable net 
income for the year. In the foregoing ex- 
ample, the entire distributable net income 
would be attributed to the widow as the 
recipient of the award, even though paid 
from corpus and in part from tangible per- 
sonal property, and even thouch a part of 
the income attributed ic her will never be- 
come her property. 


It seems clear that Congress never in- 
tended such a result, nor that such items 
when paid from corpus should be treated as 
taxable income. Accordingly, Section 663 
(a)(1) should be amended specifically to 
exclude from the rules of attribution of 
income not only gifts and bequests made pur- 
suant to the terms of the governing instru- 
ment, but also allowances made pursuant 








to court orders to the extent paid from cor- 
pus. As alternative, Section 663(c) at 
least should be so broadened in its scope 
that the recipient of an allowance by the 
probate court should taxed on an 
amount greater than the income eventually 
held for distribution to him 


an 


not be 


Incorporation of Principle of Plant Case 

Two suggestions already have been men 
tioned for amendment of Section 663 which 
forth the 
tributing Sections 
662 


revarding 


sets exceptions to for at 
661 and 
(1) regarding spouse’s awards and (2) 
the extension of the separate- 
share principle to estates. A third sugges 
tion is to add a new subparagraph (d) at 
the end of the section to settle 
of Commissioner lant, 35-1 
76 F. (2d) & There the 


rected to maintain a home 


rules 


income under 


the status 
ustc ¥ 9172, 
trustee was di 
for a beneficiary 
and to charge the expense of maintenance 
against the income of the trust. The Com- 
missioner contended that such expenditures 
constituted taxable income to the beneficiary 
However, the Second Circuit Court of Ap- 
well-considered opinion, held 
income used for the maintenance of a 
beneficiary-occupied residence did not con- 
stitute 


peals, in a 
that 


a distribution of income or of taxable 
value to the beneficiary, nor did it constitute 
“distributabl 


take 


rather an 


income” for which the trustee 
his return, but was 
for maintaining a 


and 


could credit in 
expenditure 
the 


trustee 


capital asset of 
taxable to the 


trust hence was 


Where does the principle of Commissioner 
v. Plant stand under the 1954 Code? All of 
the the attribution of income in 
this situation contained in Sec 
tions 652, 661 and 662, and these cover only 
amounts which distributed or distribu 
table amounts which are accumulated 
Expenditures for the maintenance of a home 
are neither The the Plant case is 
too well established and widely relied upon 
to leave its status the 
length of time to obtain appel 
late court rulings to settle the question. A 
new subparagraph might well be added to 


Section 663 to provide that expenditures for 
the maintenance ot 


rules for 


type ot are 
are 
and 


rule in 
for 


undetermined 
necessary 


a beneficiary-occupied 
residence shall be regarded for purposes of 
Sections 652, 661 and 662 as taxable to the 
an exemption comparable to 
a complex trust. 


trustee with 


Charitable Payments as Distributions 


In my discussion a year ago, it was pointed 
out that the new sections make a change in 


896 


December, 


regard to charitable distributions. Prior to 
the 1954 Code, the income of a 
charitable beneficiary of an estate or trust 


share of 


was determined in the same manner as an 
individual and the status of the charity was 
of no importance to the fiduciary in his 
calculations. Under the 1954 Code, as exempli 
fied by the Senate Finance Committee re- 
port, the charitable deduction is taken before 
arriving at distributable net income, the meas- 
ure of the individual beneficiary’s taxable 
income. Not only does this change impose 
on the fiduciary the burden of determining 
whether or not a given charity enjoys ex- 
empt status, but even more serious, it can 
produce distortions in tax effect. Assume a 
trust with the income distributable equally 
between beneficiary A, 
charity B. given year there 
is $10,000 of income, paid one half to A 
and one half to the charity, and a $5,000 
capital deduction. If the $5,000 of income 
paid to charity B is a deduction, then that 
amount, combined with the $5,000 capital 
charge, wipes out distributable net income, 
so that the $5,000 of income paid to bene 
ficiary A 


an individual, and 


Assume in a 


is nontaxable, a result never in 
tended. On the other hand, if the $5,000 
to charity is treated as a distribution, then 
A is taxable on $2,500. 

The Department experienced 
some of its greatest difficulties in the prepa 
ration of fiduciary Form 1041 in setting up 
charitable deductions. The 
mechanical problems which such treatment 
entails are well illustrated by the laborious 
example set forth in the report of the Senate 
Finance Committee. Section 642(c) should 
be repealed in its entirety so that no differ 
ent rules are included in the chapter with 
respect to charitable distributions from those 
applicable to other beneficiaries 


Treasury 


interests as 


Distributable Net Income Limitation 
Should Extend to All Tiers 


One of the distinguishing characteristics 
of a complex trust is the adoption of a “tier” 
system, or an order of priorities, for com 
puting taxable income for various classes of 
beneficiaries of The Code 


such a trust. 


adopts a two-tier system, the first group 
being those to whom income is mandatorily 
payable and the second group comprising 


all others to whom amounts are paid, credited 
or required to be distributed. 

A year ago I pointed out that the dis- 
tributable net income limitation does not 
carry through to both tiers, with the result 
that all of its benefit inures to the second- 
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tier beneficiaries and none to the first. Let 
me illustrate. Assume a trust with $10,000 
of income in 1955 and a $1,000 trustee’s fee 
charged to principal. Assume the 
income is payable one half mandatorily to 
a son and one half at the discretion of the 
trustee to a daughter who is under the age 
of 21. All of the income is in 
tributed, $5,000 to each. Under the provi- 
sions of 662(a) the son must report and 
pay a tax on the full $5,000 that he received. 
Such is the direction of the first sentence 
of Section 662(a)(1) However, the daugh 
ter under the sentence of Section 
662(a)(2) is permitted to aggregate het 
$5,000 with her brother’s, and since the total 
of both exceeds the distributable net income 
of $9,000 ($10,000 less $1,000 corpus charge), 
she may deduct from the $9,000 the 
paid to her brother ($5,000) and 
a taxable income of $4,000, notwith- 
standing both received identical income dis- 
tributions. 


solely 


fact dis- 


Secé yd 


then 
amount 
report 


Surely Congress could not have intended 
the dollar components for tax purposes of 
identical income to be thing for one 
beneficiary and something else for another 
in the way the provisions of 662(a)(1) and 
(2) work out. This distortion of tax result 
under a trust 


one 


whenever there is 
a combination of required payments of in 


will occur 


come, discretionary payments of income and 
a corpus deduction. In Illinois, where 
trustees’ fees are customarily charged solely 
to income, the instances when a corpus 
charge occurs are the exc« ption rather than 
the rule, and this explains why this defect 
in the law has not troubled us here more than 
it has. Where 
charged to corpus, the occurrence of such 
combinations would be frequent and 
prove troublesome indeed. It is a patent 
inequity in the law and should be corrected 


by amendment 


trustees’ fees are customarily 


must 


Year of Termination 


Section 642(h) provides that on termina 
tion of an estate or trust, any unused loss 
carryovers and excess deductions in the last 
taxable year shall be allowed as a deduction 
to the persons who succeed to the property 
of the estate or trust. Nowhere is the phrase 


“termination of an estate or trust” defined, 


and those who are familiar with the wind-up 
of estates and trusts know how drawn out 
the process can be. 


‘See discussion in Senate Finance Committee 
report under Sec. 641, fourth paragraph 
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A trust can end at the death of the life 
beneficiary, or when the final account is 
approved by a court, or when the assets are 
actually paid over and a release obtained, or 
when reserve for tax liabilities is finally 
released—and these events can 
happen in a different year. Which is the 
terminating event for purposes of Section 
642(h)? Desirable as it would be to have 
the law specific, it is apparent from the Sen 
ate Finance Committee report that Congress 
intended to leave it and to give 
fiduciaries latitude in fixing termination.’ 


each of 


flexible 


The problem, then, becomes almost wholly 
administrative, and the fiduciary must make 
it his business to select the year in which 
termination will be most advantageous and 
to do everything possible to conclude a final 
and clear-cut 
which it is 


distribution in the year in 
desirable to give distributees 
the benefit of the deductions, with nothing 
retained giving 


in any succeeding year. 


rise to reportable income 
Even amounts to 
be held as reserve for contingencies are best 
distributed and then taken igent 
for the distributee to avoid any question that 


“last 


back as 


holding such a tag-end postpones the 
taxable year” of the estate or trust. 


There is, however, one aspect of this sec- 
tion (Section 642(h)) which ought to be 
clarified. It clear from the section, 
as now worded, whether it applies to partial 
terminations \ study of the wording of 
that the language 
throughout is expressed in the singular and 
in terms of the “last” year of the 
trust Nor is there anything in 


is not 


the section will show 
taxable 
estate or 
the Senate Finance Committee report that 
suggests it was intended to apply to other 
than final The same policy 
considerations exist with respect to partial 
terminations as final For example, 
which terminates as to one 


terminations. 


ones, 
assume a trust 
half when 
on as to the balance for B for a period of 
time. A reaches 25 on December 31, The 
income for that year is $10,000. The trustee 
charges a termination fee for the work of 
making distribution to A of $4,000. It ap- 
pears that one may call on Section 663(c) 
to report A’s share of distributable net in 
$1,000 half of $10,000 less 
$4,000, the fee charged to him). On the 
other hand, if the distribution fee were 
$6,000, it is questionable whether the $1,000 
red figure can be given to A because of the 
wording of Section 642 in the singular. All 


A reaches age 25, but continues 


come as (one 
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of which demonstrates the desirability of 
amending Section 642(h) to make it apply 
specifically to partial as well as to total 
terminations 


When Capital Gains Are Distributed 


In determining distributable net income 
of an estate or trust, Section 643(a)(3) pro 
vides that capital gains shall not be figured 
in except to the extent that they are “paid, 
credited or required to be distributed.” No 
tests are specified in the section for deter- 
mining when a capital gain is or is not dis 
tributed, and the problem which has perplexed 
fiduciaries for years is thus further perpetu- 
ated and left unresolved. Except when a will 
or trust expressly requires capital gains to be 
distributed, and except in the final year of ter 
mination of an estate or trust, there is no 
accounting principle or even a good basis for 
guessing when a distribution of corpus carries 
with it a capital gain, There are innumerable 
examples to illustrate Under a $100,000 
trust, with the income paid currently to A, 
the sum of $5,000 is distributed to him from 
corpus to purchase a home In the same 
year, either before or after such payment, 
the trust realizes a capital gain. Has the 
gain been distributed? Is the whole gain 
distributed or only a ratable share deter- 
mined in the proportion which the payment 
bears to the whole trust, or none at all? 


Instead of an invasion power in the trus- 
tee, assume the beneficiary has a one-time 
right of withdrawal to the extent of $5,000 
from the trust Year after year the trust 
has capital gains. Is the beneficiary per- 
petually taxed, even though he does not 
exercise the right, on the theory that under 
Section 678(a) a person is treated as owne1 
of any portion of a trust over which he has 
power to vest in himself the corpus of the 
trust? Suppose the right is a cumulative 
one instead of single? No single accounting 
problem recurs as often as that of determin- 
ing when a capital gain is or is not dis- 
tributed, and bookkeeping being what it is, 
it is impossible, as a practical matter, to 
identify such occasions. No other one im- 
provement would be as helpful as the addi- 
tion of a sentence to Section 643(a)(3) to 
the effect that a capital gain should be 
deemed to be paid, credited or required to 
be distributed under this section only when 
so provided by the express terms of a written 
instrument or in the year of final termination.’ 


* This is one of the few remaining require- 
ments of tracing in the Code. 
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wed the far-reaching effecte of his decision. 





Throwback 


With respect to the five-year throwback 
provisions of Sections 665-668, an appraisal 
of their practical effect can be made in a 
year—or even five years—to better advan- 
tage than now, inasmuch as these sections 
apply only to distributions of income ac- 
cumulated since January 1, 1954 One 
favorable aspect is that we start with a well 
prepared form that requires a minimum of 
computation. The Treasury is to be com- 
plimented on the simplicity it achieved in 
this schedule. 


There are many trust and tax men who 
are still arguing policy in respect to throw- 
back, such as advocating reductions in the 
number of years from five to two and in 
creasing the minimum from $2,000 to $5,000. 
The importance of obtaining a workable, 
practical, easily understood pattern of tax 
imposition is so important that these policy 
questions are secondary. The more so be 
cause here again, as in the sections already 
discussed, there are provisions which create in 
equity and tax distortions that need correction. 


For example, a new subparagraph 5 should 
be added to Section 655(b) to make the 
throwback rule inapplicable where income 
accumulated in prior years is distributed to 
a third person by reason of the death of the 
beneficiary for whom the income was with 
held. Assume, for example, a trust of less 
than nine years duration, which accumulates 
income for a beneficiary until age 25 when 
it ends and distributes outright to him if 
living, otherwise to his brothers and sisters. 
The beneficiary loses his life in an accident 
during his twenty-fourth year and the trust 
is distributed to the brothers and sisters 
Under the present wording of Section 665(b), 
these alternate takers would be required to 
include these accumulations in their returns 
for the year of receipt—not merely from the 
deceased beneficiary's twenty-first birthday, but 
for a full fe years, the exclusion for accumu 
lations prior to age 21 being limited to cases 
in which they are distributed to “such” (the 
deceased) beneficiary. It seems unduly harsh 
and beyond the intent of Congress to re 
quire accumulations for prior years to be 
thrown back over the returns of third per- 
sons and the law should be changed to avoid 
this result. 


Another correction to be made is one to 
which I referred last year as an unwitting 
throwback, hardly intended by Congress. 
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good portion of Subpart F. deals with the 














It can be illustrated this way: The income 
of the trust is payable at the discretion of 
the trustee and the trustee pays out only a 
part of the income each year up to the cur 
rent one, In the current year the income 
equals $10,000 which is distributed. The 
trustee also pays a deductible capital ex 
pense such as a fee of $4,000. Distributable 
net income thus becomes $6,000 ($10,000 less 
$4,000 of capital expense). The other $4,000 
of current year income becomes an “accumu 
lation distribution” which must be thrown 
back to prior years up to five. It would 
occur in any year where distributable net 
income is than income actually dis 
tributed, as a result of income charges such 
as depreciation, depletion, prior-taxed incre- 


less 


ment on savings bonds and partially taxed 
income (that is, investment trust income), 
corporate dividends not subject to income 
tax, and s®& forth. The same result would 
final termination of any trust of 
nine years duration or from last 
transfer, if a termination fee were charged 
to corpus 

The difficulty arises out of the fact that 
the drafters have tied the definition of “ac- 
cumulation distribution” to distributable net 


occur on 
less than 


income so that all of the elements and limi- 
tations of distributable net income are made 
applicable. The definition should not be 
related to distributable net income, but 
should be tied to some reasonable fiduciary 
accounting standard that will not produce a 
throwback when the only income distributed 
in the taxable 
year’s income. 


year is in fact the current 


Conclusion 


The sections dealt with above are not the 
only ones affecting the taxation of income 
of estates and trusts, nor the only ones in 
need of corrective legislation. For example, 
some of the Mallinckrodt rules need perfect 
ing. Anda major area where the difficulties 
of the old carried into the new 
with much need of clarification and defini- 
tion is Section 691 relating to income in 
respect of a decedent, now further confused 
by the recent case of Linde v. Commissioner, 
54-1 ustc § 9384, 213 F. (2d) 1 (CA-9, 
1955). The first step towards their im 
provement is an articulation of indicated 
This paper will serve its purpose 
if in any degree it has done this for the sec- 


tions considered above. [The End] 


Ce de are 


changes. 





Taxation of 


Trust Income to Grantors and Others 
as Substantial Owners of the Property 


By WILLIS D. NANCE 
Kirkland, Fleming, Green, Martin 
and Ellis, Chicago 


N 1934, when 


executed a 


George B. Clifford, Jr., 
five-page trust agreement 
creating a five-year trust for his wife, Vir- 
ginia, he may have had in mind the tax 
effects of the trust, but he undoubtedly had 
no idea that his action would result, 20 years 
later, in the enactment of five pages of the 
Internal Revenue Code. Further, he could 
not foresee that during those 20 years his 


1 40-1 ustc { 9265, 309 U. S. 331. 
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ponderous language. Personally. I believe 


name would become a byword in tax law 
and that his tax problems would be consid- 
ered and reviewed by various courts in at 
least 420 different decisions. In addition, 
he could not have known that his tax case 
would be studied and discussed by lawyers 
in bales of briefs, correspondence and legal 
memoranda, reviewed and analyzed by law- 
review writers in innumerable erudite articles, 
and lamented by a legion of disappointed 
taxpayers 

It is even doubtful that Justice Douglas, 
when he delivered the now-famous decision 
of the Supreme Court in the case of Helver- 
ing v. Clifford’ on February 26, 1940, real- 
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ized the far-reaching effects of his decision. 
The holding of the Supreme Court that the 
trust income must be taxed to Mr. Clifford 
as the substantial owner of the trust prop- 
erty, because of the “bundle of rights” 
which were retained by him, set off a flood 
of litigation between taxpayers and the gov- 
ernment to determine in each particular 
factual situation whether the “bundle of 
rights” retained by the creator of a par- 
ticular trust was or was not sufficient to 
subject him to income tax on the trust 
income as the substantial owner of the trust 
property. 


After seven years of struggling by the 
courts, the legal profession and the Treasury 
Department to determine the taxable status 
of any particular trust, the Treasury Depart- 
ment finally promulgated the Clifford regu- 
lations* in 1947. These history-making 
regulations were issued for the purpose of 
clarifying the state of the law and of pro- 
viding a chart by which the taxable status 
of any trust could be measured and readily 
determined. It was obvious that more cer- 
tainty in this area was a necessity. 


The Clifford regulations, as a matter of 
expediency, largely abandoned the “bundle 
of rights” under which all rights 
retained by the grantor of a trust had to be 
considered together to determine their total 
effect and, instead, set forth specific tests 
under which any one of certain types of 
retained rights might result in the trust 
income being taxed to the grantor as the 
substantial owner of the property. While 
there was some question as to the validity 
of the regulations in this respect, they were 
nevertheless a welcome relief from the vague- 
ness and uncertainty which had previously 
existed. Additionally, as a result of the 
promulgation of the Clifford regulations, a 
substantial amount of litigation was eliminated 


theory 


Although, at first, a great deal of criticism 
was directed against the Clifford regulations, 
nevertheless I think it is fair to say that 
after had force a sufficient 
length of time for them to be studied and 
understood, there was general accord that 
fundamentally their purpose was sound and 
their approach to the subject relatively satis- 
factory. Presumably, this feeling (that the 
Clifford regulations did bring more certainty 
and less litigation in this particular field) 
led the framers of the 1954 Code to adopt 
the fundamental purposes of the Clifford 
regulations and to use them as a basis for 
new Subpart E of the Code. Actually, a 


they been in 





good portion of Subpart E deals with the 
Clifford regulations in its attempt to codify 
the rules relating to the taxability of gran- 
tors and others as substantial owners of the 
trust property. 


Legislative Form 


3efore. proceeding to examine the particu- 
lar sections of Subpart E, it may be inter- 
esting to note both the place of Subpart E 
in the new Code and its distinctive format. 
Subpart E (Grantors and Others Treated 
as Substantial Owners) is a subpart of Part 
I (Estates, Trusts and Beneficiaries) under 
Subchapter J (Estates, Trusts, Beneficiaries 
and Decedents) of Chapter 1 (Normal Taxes 
and Surtaxes) of Subtitle A (Income Taxes) 
of the Internal Revenue Code of 1954. Thus, 
it seems in order at this place in our dis- 
cussion to emphasize that we Are dealing 
only with the income taxation of trusts. 


Subpart E consists entirely of Sections 
671 through 678 of the Code. Sections 671 
to 675 constitute, for the most part, a statu- 
tory enactment of the Clifford regulations 
with, of course, certain important changes 
and differences. Sections 676 and 677 rep- 
resent a re-enactment of old Sections 166 
and 167 of the 1939 Code relating to revocable 
trusts and trusts in which the income is, 
or may be, used or accumulated for the 
benefit of the grantor. Section 678 is en- 
tirely new, and constitutes a codification of 
the Mallinckrodt regulations, covering a situ- 
ation where a person other than the grantor 
may be treated as the substantial 
and, therefore, taxable on the 
the trust. 


owner 
income of 


The draftsmanship of these sections in 
the 1954 Code represents an unusual and, 
I believe, a new format in presenting statu- 
tory tax provisions. The beginning language 
of each section sets forth the general rule 
applicable to the area described by the title 
of the section; then the section proceeds 
to provide for the handling of exceptions 
to the general rule. This is becoming known 
as the “general rule—exception” format of 
statutory draftsmanship. The only sections 
where this format is not found are Sections 
672 (Definitions and Rules) and 675 (Ad- 
ministrative Powers), although Section 671 
does not contain exceptions in itself, but 
refers to the exceptions found in the suc- 
ceeding sections. Presumably this “general 
rule—exception” format was adopted in the 
hope that it would lend clarity and certainty 





~ ® Regs. 118, Sec 39.22(a)-21. . 
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to the statute and likewise tend to eliminate 
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ponderous language. Personally, I believe 
it accomplishes those objectives and there- 
fore I think the innovation should and will 
receive general approbation. 


Exclusiveness of Statute 


Section 671 is the general and very im- 
portant section covering the exclusiveness 
of the application of these sections. Prob- 
ably the most significant part of Section 671 
is its last sentence, which provides that trust 
income shall not be taxable to the grantor 
by reason of his dominion and control over 
the trust except pursuant to the specific pro- 
visions of Subpart E. The door is com- 
pletely closed to any attempt on the part 
of the government to tax trust income to 
the donor, by reason of his dominion and 
control, under the general section defining 
gross income for income tax purposes—the 
former Section 22(a), which is now Section 
61. This is, indeed, important as a statutory 
enactment. The committee reports make it 
clear that this is, in fact, the intent of the 
new law. The Senate Finance Committee 
report® states: “The effect of this provision 
[Section 671] is to insure that taxability of 
Clifford type trusts shall be governed solely 
by this subpart.” Therefore, presumably, 
donors and their lawyers can, by following 
the terms of the statute, be fairly sure of the 
tax effect of any particular trust agreement. 

The committee reports, like the prior 
regulations, point out specifically that these 
provisions are to apply only to situations 
involving taxability of income to a grantor 
by reason of dominion and control, and that 
they have no application to situations in- 
volving assignments of future income or to 
family partnerships. The Senate committee 
report adds the statement that these provi- 
sions have no application in determining the 
right of a grantor to deductions for pay- 
ments to a trust under a transfer and lease- 
back arrangement. The exclusive character 
of Subpart E provides taxpayers with a de- 
tailed reliable statutory pattern for the tax- 
ability of trusts. 


Deductions and Credits 


The preceding part of Section 671 pro- 
vides that the “substantial owner” of trust 
income is to be treated as such for purposes 
of deductions and credits as well as for 
purposes of taxable income. While this was 
not specifically provided for in the old 





2S. Rept. 1622, 834 Cong., 24 Sess., at p. 365. 
*H. Rept. 1337, 83d Cong., 2d Sess., at 
p. A212; report cited at footnote 3, at p. 365. 
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Clifford regulations, it was nevertheless gen- 
erally accepted as the rule, and it was ex- 
pressly provided for in the regulations issued 
under old Sections 166 and 167, at least so 
far as deductions were concerned. The in- 
structions issued with the 1954 Fiduciary 
Income Tax Return Form 1041 make it 
clear that the person who is taxable on the 
income under these sections is also entitled 
to the corresponding deductions and credits.‘ 
These instructions state: 


“If any part of the income of the trust 
is taxable to the grantor under section 673, 
674, 675, 676, or 677, or is taxable to another 
person under section 678, such part should 
not be reported on Form 1041, but such 
income and the amount of deductions and 
credits applicable thereto should be shown 
in a separate statement to be attached to 


Form 1041.” 


Definitions 


Definitions of the terms used in the stat- 
ute are included in the new Code in Section 
672. This section defines “adverse party,” 
“nonadverse party” and “related or sub- 
ordinate party.” These terms were not used 
in the regulations. They are introduced in 
substitution for the phraseology of the regu- 
lations referring to persons having or lack- 
ing a “substantial adverse interest.” An 
“adverse party” is defined as any person 
having a substantial beneficial interest in 
the trust which would be adversely affected 
by the exercise or nonexercise of the power 
which he possesses. A “nonadverse party” 
is defined to mean any person who is not an 
adverse party. A “related or subordinate 
party” is defined to include the same per- 
sons who were so included under the regu- 
lations, with one addition—a corporation in 
which the stock holdings of the grantor and 
the trust are significant from the viewpoint 
of voting control is included, whereas under 
the regulations an employee of such a cor- 
poration was included, but not the corpora- 
tion itself. 


These definitions are significant wherever 
a power is held by some person other than 
the grantor. Whether such a power may 
render the grantor taxable may depend upon 
the status of the holder of the power as an 
“adverse party,” a “nonadverse party” or a 
“related or subordinate party.” 


The only express statement in the new 
Code as to what constitutes a “beneficial 








. See also special ruling dated March 9, 1955, 
CCH Code Vol. { 37,167, reaffirming these 
instructions. 
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interest” which will make the holder an 
“adverse party” is the statement in Section 
672(a) that a person having a general power 
of appointment over the trust property shall 
be considered as having a beneficial interest 
in the trust. The Senate report points out 
that this is consistent with the estate tax 
provisions relating to powers of appointment.* 


A further change from the regulations is 
in the addition of the provision for a re- 
buttable presumption that a related or sub- 
ordinate party is subservient to the grantor. 
The absence of such subservience may now 
be shown by a preponderance of the evi- 
dence. Under the Clifford regulations the 
presence of the prohibited relationship alone 
was conclusive, and no opportunity was 
given to show the absence of any sub- 
servience. Thus, certain powers can now 
be held by related or subordinate trustees 
if it can be proved that they are not sub- 
servient to the grantor. The matter of proof 
may, of course, be extremely difficult in most 
family situations. In the past, the courts 
have been inclined to assume that “family 
solidarity” exists; in fact, it was one of the 
original bulwarks of the Clifford rule. I 
think that taxpayers’ representatives should 
caution taxpayers that a very strong degree 
of proof will probably be required to over- 
come the presumption of subservience. 


The final subparagraph of Section 672 
merely repeats the rule previously set forth 
in the regulations that a person shall be con- 
sidered to have a power even though the 
exercise of the power is subject to notice 
or only takes effect after a certain period. 

The three main criteria of the old Clifford 
regulations are carried on in Sections 673 
to 675, inclusive, of the new Code. These 
criteria, which were also the principal tests 
of taxability of Clifford-type trusts used by 
the courts prior to the issuance of the regu- 
lations, are (1) a reversionary interest after 
a relatively short term, (2) control over 


beneficial enjoyment and (3) control over 
administration. 


Reversionary Interests 


Section 673 deals with reversionary inter- 
ests and starts out with the general rule 
that a grantor shall be treated as the owner 
of a trust if he has a reversionary interest 
in either corpus or income which will, or 
may reasonably be expected to, take effect 
in possession or enjoyment within ten years 
from the date of transfer. In other words, 
if a trust has a shorter term than ten years, 


+, oh CPR] PCRS 


and there is a reversionary interest in the 
grantor, the grantor will be taxed upon trust 
income. Certain specific exceptions then fol- 
low, but this is the general rule. The Clifford 
regulations contained an additional provision 
which has been omitted from the 1954 Code, 
providing that if the term of the trust was 
longer than ten years, but less than 15 years, 
the income would still be taxable to the 
grantor if certain administrative powers were 
retained by the grantor or by a spouse living 
with the grantor and having no substantial 
adverse interest. This provision has been 
entirely eliminated from the statute. 


This ten-year rule was the point upon 
which the validity of the Clifford regulations 
was denied by the United States Court of 
Appeals for the Seventh Circuit in Commis- 
sioner v. Clark." The Seventh Circuit took 
the position that a conclusive or irrebuttable 
presumption that the income from a trust is 
that of the grantor for the sole reason that 
its duration is for a period of less than ten 
years is arbitrary, unreasonable and invalid, 
and that even Congress would be without 
power to enact such a conclusive presump- 
tion. The Clark case, however, apparently 
stands alone, and most other courts seem 
to feel that the desirability of ascertainable 
standards overrides any constitutional doubts. 
Probably, most grantors and lawyers feel 
the same way. 


The new Code continues the exception to 
the ten-year period which was contained in 
the Clifford regulations relating to a rever- 
sionary interest which takes effect at the 
death of the income beneficiary. Section 
673(c) provides that the grantor shall not 
be treated as the owner by reason of the 
ten-year rule where his reversionary interest 
is not to take effect until the death of the 
person or persons to whom the income is 
payable. This means, according to the com- 
mittee reports,® that this exception is ap- 
plicable and the trust income is not taxable 
to the grantor, even though, due to the short 
life expectancy of the beneficiary, the re- 
versionary interest may reasonably be ex- 
pected to take effect within ten years. This 
exception is frequently recommended as a 
method of providing for elderly dependents 
whose life expectancy may be less than ten 
years. A trust for the life of an elderly rela- 
tive with a reversion to the grantor on the 
death of the beneficiary may result in sub- 
stantial income tax savings to the grantor. 


However, it should be noted this excep- 





* Report cited at footnote 3, at p. 365. 
' 53-1 were 1 9217, 202 F. (2d) 94. 
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tion does not cover the situation where a 





* Report cited at footnote 3, at p. 367. 
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trust is to continue for the life of the 


grantor and the grantor’s life expectancy is 
less than ten years. The Treasury Depart- 
ment has recently so ruled® under the old 
Clifford regulations, and it seems reasonable 
to assume that it will take the same position 
under the 1954 Code. Under the provisions 
of this ruling, if a grantor has a life ex- 
pectancy computed under the appropriate 
actuarial tables of less than ten years and 
the trust provides for a reversion to his 
estate on his death, the Treasury Depart- 
ment would take the position that the trust 
income was taxable to the grantor by reason 
of a reversionary interest which may rea- 
expected to take effect within 
ten years from the date of the creation of 
the trust. 


sonably be 


The other specific provision which is taken 
from the Clifford regulations with respect 
to reversionary interests is the rule con- 
tained in subsection (d) of Section 673 
under which a postponement by the grantor 
of the date of the reversion’s taking effect 
is considered to be a new transfer in trust 


for purposes of determining. whether the 
ten-year rule applies. The statute provides 
that the income will not be taxed to the 


donor by reason of an extension of the term 
of the trust unless it would have been taxed 
to him in the absence of such an extension. 
The example given in the Senate committee 
report’ is that if a trust which originally 
was for a term of 12 years is extended at 
the end of the ninth year so that it will 
have a total term of 14 years, a new five- 
year trust is considered to have been created. 
However, the income of the first three years 


of such new term is not taxable to the 
grantor, since these years constitute the 
tenth, eleventh and twelfth years of the orig- 
inal 12-year trust. The income for the 


following two years would be taxable to the 
grantor. Therefore, if a grantor has any 
thought of extending the term of a short- 
term trust, he should be advised to do it 
in the original trust period or, in any 
event, to make the new term such that the 
trust will continue for at least ten years 
from the date of making the extension. 
While it is not expressly so stated in the 
statute, it seems most likely that an exten- 
sion could be made at any time to continue 
for the life of the income beneficiary, with- 
out subjecting the grantor to tax 


early 


\ very important exception to the ten- 
year rule, from the standpoint of tax saving, 


is the new exception provided in Section 


673(b). Under this subsection the ten-year 
rule does not apply where income is payable 
to certain charitable beneficiaries if such 
income is irrevocably payable for a period 
of at least two years. A grantor under this 
subsection may create a trust under which 
the income is payable to a church, hospital 
or school (as defined in the statute) with 
a reversion to himself after a two-year 
period. The income must, however, be pay-" 
able to a single specifically designated church, 
school or hospital. By this means the in- 
come so payable, regardless of whether it 
exceeds the maximum limitation on charitable 
contributions, is eliminated from the grantor’s 
income for the two-year period. The ex- 
ception does not apply if the trustee or any 
other person is given discretion to celect 
the charitable beneficiaries. The beneficiary 
must be specifically named in the trust 
agreement and must be of the type described 
in the statute. 


This charitable-beneficiary exception was 
not included in the Clifford regulations and, 
under those regulations, the grantor of a 
trust for charitable purposes would have 
been taxable upon the income if the term 
of the trust was less than ten years. Prior 
to the issuance of the regulations, however, 
it had been held by the Board of Tax Ap- 
peals and the Third Circuit Court of Appeals ™ 
that a three-year trust with reverter to the 
grantor, the income of which was payable in 
part to a charitable organization and in part 
to persons who were not related to the 
zrantor in any way, did not result in tax- 
ability to the grantor. 


The grantor of a two-year charitable trust 
is mot, under the 1954 Code, ordinarily en- 
titled to a deduction in the year the trust is 
created for the present value of the two-year 
income, This deduction is prohibited by 
Section 170(b)(1)(D), which denies the 
charitable deduction for transfers in trust 
in which the grantor has a reversionary 
interest, if the value of such interest ex- 
ceeds'5 per cent of the value of the property 
transferred. This provision denying the 
charitable deduction was added on the floor 
of the House. Apparently it was thought 
that the donor would be getting too great 
a tax advantage from his charitable gift in 
the case of a short-term trust if he were 
permitted to take a deduction for the value 


of the income in addition to having the 
trust income excluded from his taxable 
income. 





* Rev. Rul. 55-34, 1955-4 CB 9. 
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Control over Beneficial Enjoyment 


The second principal test for determining 
when the income of a trust is to be taxable 
to the grantor is contained in Section 674 
which provides the general rule that the 
grantor is to be treated as the owner of any 
trust if he has the power of disposition over 
the beneficial enjoyment of the corpus or 
income, or if either the grantor or any other 
nonadverse party has such a power of dis- 
position without the approval of an adverse 
party. This type of power of disposition 
was for many years one of the most im- 
portant tests involved in the decisions aris- 
ing under the Clifford rule and was also an 
important test under the Clifford regulations. 


As previously pointed out, each of the 
tests stands alone under the statute as it 
did under the Regulations, and the term of 
the trust is immaterial if the grantor has a 
power of disposition which does not fall 
within one of the exceptions provided in this 
section. This type of power alone is suffi- 
cient to cause the trust income to be taxable 
to the grantor unless it falls within one of 
the exceptions listed in subsections (b), (c) 
and (d) of Section 674. The format of the 
statute is a distinct improvement over the 
rather cumbersome organization of this por- 
tion of the Regulations, and the excepted 
powers are listed in the statute with specific 
and precise detail. The result is, generally 
speaking, that rather substantial powers 
over disposition (the so-called “sprinkling 
powers”) may be retained by the grantor 
or given to the trustee or another person 
without subjecting the grantor to tax on the 
trust income. 


As under the Regulations, neither the 
grantor nor the trustees may add any bene- 
ficiaries to the trust, with the important 
exception that provision may be made for 
after-born or after-adopted children. 


The changes made from the Regulations 
in these provisions relating to control over 
beneficial enjoyment are not very substantial 
but are interesting in some respects. The 
two principal changes are (1) in the person 
who is permitted to have such powers and 
(2) in the type of standard governing the 
exercise of discretionary powers over dis- 
tribution. 


There is no change with respect to the 
person who may hold a power to pay out 
corpus, if limited by the required standard. 
As under the Regulations, such a power, if 
properly limited, may be held by anyone— 
whether or not as trustee—including the 


® Report cited at footnote 3, at p. 368. 
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grantor himself. Also, as under the Regu- 
lations, a power to distribute, allocate or 
accumulate income among the beneficiaries, 
if limited by the required standard, may be 
held by any trustee or trustees, none of 
whom is the grantor or a spouse living with 
the grantor. This type of power may there- 
fore still be held by any related or sub- 
ordinate trustees other than the grantor and 
his spouse, regardless of their possible sub- 
servience to the grantor. 


Powers to pay out corpus to the bene- 
ficiaries or to distribute, allocate or accumu- 
late income among the beneficiaries without 
any standard may be held under the new 
Code by trustees other than the grantor, 
provided no more than half of such trustees 
are related or subordinate parties who are 
subservient to the grantor. This represents 
a change from the Regulations in that this 
broad type of power previously could not 
have been given under the Regulations to 
the trustees if any of them were related or 
subordinate trustees. Under the Regulations, 
the grantor would have been taxable on the 
income in the case of this kind of power 
if his wife were one of the trustees. Under 
the new Code, if there are two trustees one 
of whom is independent and nonsubservient, 
the wife may be a cotrustee, since it would 
still be true that no more than half of the 
trustees were “subservient.” 


One further point in connection with the 
persons by whom powers may be held is 
the provision of the general rule which 
makes the grantor taxable only if the power 
is exercisable without the approval or con- 
sent of an adverse party. I interpret the 
statute to mean that the grantor may hold 
any power over beneficial enjoyment if it 
is subject to the consent or approval of an 
adverse party. 


The second principal change relates to the 
type of standard governing the exercise of 
powers over corpus or income in situations 
where such powers are required to be sub- 
ject to a standard. Under the Regulations, 
the standard had to be a “reasonably definite 
external standard,” it had to be set forth in 
the trust instrument, and it had to consist 
of “needs and circumstances of the bene- 
ficiaries.” Under Section 674(b)(5) of the 
new Code, the standard must be “a reason- 
ably definite standard which is set forth in 
the trust instrument.” The requirement of 
the needs and circumstances of the bene- 
ficiaries is omitted. The Senate committee 
report™ states that the provisions of this 
paragraph are identical with the correspond- 
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ing provisions of the Regulations except for 
the elimination of the requirement that the 
standard must consist of the needs and cir- 
cumstances of the beneficiaries. Apparently 
the elimination of the word “external” either 
was unintentional or was intended to be 
of no effect. It should be noted that the 
word “external” was retained in the similar 
phrase in Section 674(d) relating to the 
power over income. 


Under the new law the standard is no 
longer required to consist of the needs and 
circumstances of the beneficiaries. The im- 
plication is that the other resources of the 
beneficiary need not be considered, and that 
the only requirement is that the standard 
must be “reasonably definite.” The new 
Regulations to be issued under the 1954 
Code may throw some light on the type 
of standard which is required, There are, 
of course, numerous decisions on the defi- 
niteness of a standard, in connection with 
the estate tax charitable deduction where the 
will authorizes invasion of corpus for the 
life beneficiary with the remainder going to 
charity. Generally speaking, these decisions 
have held that payments for support and 
maintenance, for comfort or for emergencies 
such as sickness, accident, illness, etc., are 
measured by a sufficiently definite standard 
to permit the charitable deduction. The 
Treasury position as indicated by Rev. Rul. 
54-285 “ is that such words as “comfort and 
support” should be interpreted as meaning 
comfort and support according to the stand- 
ard of living enjoyed by the beneficiary 
prior to the decedent’s death, unless local 
law or the terminology of the will requires 
some different interpretation. Such words 
in a trust agreement, according to the Treas- 
ury Department, fix a definite standard. 
There has been some difference of opinion 
among the courts as to the definiteness of 
the word “comfort,” but in general such 
words as “comfort,” “support” and “main- 
tenance” are considered to constitute a 
definite standard, at least where they can 
be interpreted as providing for the continu- 
ance of the beneficiary’s previous standard 
of living.” 

A further minor change from the Regu- 
lations is in the provision that the grantor 
should not be taxable by reason of a power 
to allocate receipts as between corpus and 
income. The new Code adds to this tech- 
nical point the power to allocate receipts 
and disbursements. This exception, accord- 


8 1954-2 CB 302. 
“% Berry v. Kuhl, 49-1 ustc § 10,720, 174 F. (2d) 
565, and Blodget v. Delaney, 53-1 ustc { 10,887, 
201 F. (2d) 589. 
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ing to the committee reports,” is designed 
to insure that a power which is normally 
vested in the trustee merely to conform to 
appropriate trust-accounting principles, shall 
not affect the taxability of the grantor. Un- 
doubtedly, this power must be reasonable in 
extent in order to come within the exception. 


Administrative Powers 


The third and final Clifford test is the 
retention of certain administrative powers 
by the grantor. The general rule adopted by 
Section 675 of the new law is the same 
general rule set forth in the Regulations, 
providing that trust income is taxable to 
the grantor where certain administrative 
powers are retained. Taxability under this 
section will result if the particular types of 
powers are retained, regardless of the length 
of the term of the trust and regardless of 
whether any controls are retained over bene- 
ficial enjoyment. 


The first power dealt with in the statute 
is the power enabling the grantor or any 
other person to deal with the trust property 
for less than an adequate consideration. 
Such a power, exercisable by the grantor 
or by a nonadverse party, or both, without 
the approval or consent of any adverse 
party, will make the income taxable to the 
grantor. This provision is substantially the 
same as that in the Regulations. 


The second power is the power to borrow 
without adequate interest or security. Such 
a power will make the income taxable to 
the grantor except where a trustee other 
than the grantor is authorized under a 
general lending power to make loans to any 
person without regard to interest or secur- 
ity. The new Code liberalizes the Regula- 
tions on this point in two ways. First, 
under the Regulations, the power could not 
be held by the grantor’s spouse as trustee, 
whereas under the statute the only person 
who cannot hold such a power is the grantor 
himself. Second, the power could not be 
exempted under the Regu!ations if it per- 
mitted loans without adequate interest, while 
under the statute such loans may be per- 
mitted if the trust agreement so authorizes 
under a general lending power. 

As under the Clifford regulations, the 
grantor is taxable on the trust income if 
he has directly or indirectly borrowed the 
corpus or income, and has not completely 
repaid the loan and interest before the be- 





% Report cited at footnote 3, at p. 369. 
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ginning of the taxable year. The statute, 
however, adds an exception not contained 
in the Regulations, providing that this shall 
not apply to a loan which provides for ade- 
quate interest and adequate security if the 
loan is made by a trustee other than the 
grantor and not a related or subordinate 
trustee subservient to the grantor. 


Certain powers of administration exercis- 
able in a nonfiduciary capacity by any per- 
son without the approval or consent of any 
person in a fiduciary capacity will make the 
trust income taxable to the grantor under 
the statute, as was true under the Regula- 
tions. These powers of administration are 
certain voting powers and control over in- 
vestments, the extent of which has been 
considerably liberalized in the statute as 
compared with the Regulations. Under the 
Regulations the powers included any power 
to vote or direct the voting of stock or 
securities and any power to control the 
investment of trust funds either by directing 
investments or vetoing proposed investments 
or reinvestments. Under the statute, powers 
such as these do not make the trust income 
taxable to the grantor except with respect 
to stock or other securities of corporations 
in which the holdings of the grantor and 
the trust are significant from the viewpoint 
of voting control. Thus, under the Code, 
the grantor will be taxable only by reason 
of a power over investments where such 
investments are in the particular types of 
corporations mentioned. 


The power to reacquire the trust corpus 
by substituting other property of equivalent 
value is included in the statute as it was 
in the Regulations, and will make the trust 
income taxable to the grantor wherever such 
a power is exercisable in a nonfiduciary 
capacity without the approval of a person 
in a fiduciary capacity. 

Under the Regulations the presumption 
was that a power exercisable by a person 
as trustee was exercisable in a fiduciary 
capacity; where such a power was not exer- 
cisable by a person as trustee, the deter- 
mination of whether it was exercisable in 
a fiduciary or nonfiduciary capacity depended 
upon all the terms of the trust and all the 
circumstances. While this presumption has 
not been included in the statute, it seems 
probable that it will still hold true and 
probably be included in the new Regulations. 

{t might be noted that this question of 
what constitutes a fiduciary or nonfiduciary 








% Stockstrom v. Commissioner, 45-2 ustc 7 9424, 
151 F. (24) 353 (CUA-8), aff'g CCH Dec. 14,119, 
4 TC 5, and Arthur L. Blakeslee, CCH Dec. 
15,475, 7 TC 1171 (1946). 
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capacity and the question of subservience 
under Section 672 seem to be the principal 
questions of fact left under the new statute 
to be determined under all the facts and 
circumstances, and for which no clear statu- 
tory test is prescribed. 


The administrative powers listed in Sec- 
tion 675 are the only such powers which are 
prohibited, and since the statute is to be 
exclusive, other administrative powers re- 
tained by the grantor should have no effect 
on taxability. One such power which comes 
to mind is the power to remove the trustee 
or to appoint a new trustee. This type of 
power frequently was discussed by the courts 
in decisions involving the Clifford rule.* This 
power was not prohibited by the Regula- 
tions and is not mentioned in the statute. 
The American Bar Association draft” of 
recommended provisions relating to taxation 
of income of trusts (which proposals were 
to a very large extent adopted verbatim in 
Subpart E) included a provision to the effect 
that if the grantor could remove the trustee 
without cause, he should be treated as pos- 
sessing the powers of that trustee. The de- 
liberate omission of this provision in the 
Code suggests a Congressional intention 
that the retention of a power to remove the 
trustee shall not result in taxability of the 
income to the grantor. On the other hand, 
it does not require too great a stretching of 
judicial construction to foresee a court con- 
struing Sections 674 and 675 so that an un- 
limited power to appoint and remove trustees 
would be considered as giving the grantor 
himself the prohibited powers over beneficial 
enjoyment and administration. The Tax 
Court in the recent case of Warren H. Corn- 
ing™ pointed out that this particular aspect 
of control (power to remove the trustee) 
has not been clearly delineated either in the 
Regulations or in the 1954 Code. The court 
held, however, that “sprinkling” powers 
given to the trustee were to be attributed 
to the grantor where the grantor retained 
the power to substitute the trustee without 
cause. The Tax Court was, of course, not 
construing the 1954 Code and, therefore, did 
not have to determine the effect of the pro- 
visions of Section 671 which make the statu- 
tory sections the exclusive test of taxability. 
It might be that such a power can be re- 
tained with impunity, if limited to the ap- 
pointment of a nonrelated, nonsubordinate 
and nonsubservient trustee, but there does 
appear to be some danger in a provision 


Vol. 79, p. 486. 
“CCH Dec. 21,189, 24 TC —, No. 
cided August 18, 1955. 
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permitting the grantor to name himself or 
a subservient person as trustee. 

Looking forward to possible amendments 
to the law which might result in the prohibi- 
tion of powers not now prohibited suggests 
the idea of adding to the trust instrument 
as a safeguard, a provision specifically per- 
mitting the grantor to release any adminis- 
trative power or powers to control beneficial 
enjoyment contained in the trust instrument. 
It seems to me that such a provision could 
not be interpreted as giving the grantor any 
greater control over the trust, and it might 
prove valuable in the event of a change in 
the law or Regulations 

Reviewing the Clifford rules as set forth 
in the statute and Regulations, we find that 
taxability of a grantor on trust income may 
result from any one of the three foregoing 
retained interests or powers, namely, (1) a 
reversionary interest, (2) a power to control 
beneficial enjoyment and (3) administrative 
powers. We find, too, that where statutory 
provisions differ from the Regulations the 
change is generally in the taxpayer’s favor. 


Revocable Trusts and Trusts with Income 
for Benefit of Grantor 


Following the codification of the Clifford 
rules, Subpart E of the 1954 Code continues 
with a re-enactment of old Sections 166 and 
167, relating to revocable trusts and trusts 
in which the income is or may be accumu- 
lated for future distribution to the grantor. 
These sections have been codified substan- 
tially in their prior form. Section 676 pro- 
vides that the grantor is taxable on the trust 
income if there is at any time a power exer- 
cisable by the grantor or a nonadverse party 
or both to revest title to the corpus in the 
grantor. The similarity of language of the 
new Code to the language of old Section 
166, together with the language of the com- 
mittee reports, indicates that this section is 
to be considered as a continuation of exist- 
ing law. Former decisions relating to Sec- 
tion 166 should therefore still be applicable. 

One rather 
connection is the 


interesting question in this 
effect which would be 
given to a provision empowering the grantor 
to withdraw up to one half of the corpus of 
the trust. Would this mean that the income 
and capital gains would be split between the 
grantor and the trust or other. beneficiaries 
for income tax purposes? Presumably it 
would, since it has been held under Section 
166 of the 1939 Code that a grantor is tax- 


” Sarah A. W. Coursey, CCH Dec. 9222, 33 
BTA 1068 (1936). 
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able upon only one half of the profit from 
the sale of land where the trust permitted 
the grantor to withdraw, at her discretion 
and for her needs, amounts not to exceed 
one half the value of the corpus.” 


A recent application of Section 166 of the 
1939 Code, which appears to be equally ap- 
plicable under Section 676, was ruled upon 
in Rev. Rul. 55-525,” relating to a rather 
novel use for revocable trusts in the field 
of deferred compensation. The corporation 
which had for many years maintained a 
policy of paying year-end cash bonuses in- 
stituted a deferred-compensation plan whereby 
only a portion of the bonuses were paid in 
cash and the balance was made payable in 
stock, on a deferred and contingent basis. 
The stock was held by the trustee of a ret 
vocable trust which had been set up for that 
purpose. The revenue ruling held that un- 
der Section 166, since the trust was revocable, 
the income derived from the trust fund was 
taxable to the corporation, and deduction 
for the deferred bonus payments was allow- 
able to the corporation in the year in which 
the distributions were made by the trust. 


Section 677 of the new Code deals with 
the right to distribute income to the grantor 
or to accumulate income for future distribu- 
tion to him or to pay insurance premiums, 
all as provided in old Section 167. Also 
continued in Section 677 is the provision 
that income shall not be taxable to the 
grantor merely because it may be applied 
for the support of a beneficiary whom the 
grantor is legally obligated to support, ex- 
cept to the extent that it is so used. 


A provision has been added to both of 
these sections to correlate them with the 
Clifford rules and to provide that they shall 
not apply to powers which can only affect 
the beneficial enjoyment after the expiration 
of the ten-year period provided in connec- 
tion with reversionary interests. After the 
expiration of the ten-year period, the powers, 
unless relinquished, will result in taxability 
to the grantor. 


The only other change in substance is the 
provision in Section 677 under which that 
section is made to apply not only to dis- 
cretionary distributions to the grantor, but 
also to income which is actually so distri- 
buted or required to be distributed. Under 
prior law, income which was required to be 
distributed to the grantor, as in the case 
of distribution in the satisfaction of the 
grantor’s obligations, was generally taxable 


1. R. B. 1955-33, p. 20. 
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under Section 
Section 167.” 


Section 677, like the old Section 167, is 
entitled “Income for Benefit of Grantor.” 
It appears, however, that in some respects 
the title is broader than the statutory lan- 
guage itself. For example, take a case in 
which income is to be accumulated for a 
period of ten years and added to corpus, 
and thereafter the grantor is to receive the 
income of the trust, including the income on 
the accumulations; but the trust provisions 
clearly provide that the grantor can never 
receive the corpus or any part of the income 
which has been added to corpus during the 
ten-year period. In this situation it might 
be said that the income has been accumu- 
lated for the “benefit” of the grantor, as 
stated in the title of the section. It was 
held” under Section 167 of the 1939 Code 
that the explicit and definite wording of the 
statute would not justify extending its terms 
to include income which can never be dis- 
tributed to the grantor. The fact that he 
may receive income produced from the in- 
vestment of the accumulations does not make 
such accumulations distributable to him. In 
this example I have chosen a ten-year pe- 
riod for the accumulation, having in mind 
the provisions of Section 673 relating to re- 
versionary interests after a ten-year period. 
It is possible that a shorter period might be 
considered as a reversionary interest in the 
income which might make the trust income 
taxable to the grantor under Section 673. 
In the cited case, the income was to be ac- 
cumulated for the life of the grantor’s wife. 


22(a) rather than under 


Persons Other than Grantor 


The final section of Subpart E is Section 
678 which is derived from the old Mallinck- 
rodt regulations.” The statute adopts the 
old regulations practically verbatim, and 
provides the general rule that a person other 
than the grantor may be taxable upon the 
income of a trust (1) if he has a power exer- 
cisable solely by himself to revest principal 
or income in himself or (2) if he has par- 
tially released such a power, but thereafter 
retains such control as would make him 
taxable upon the frust income under the 
preceding sections if he were the grantor of 
the trust. Trusts of the type covered by this 


™ See House report cited at footnote 4, at 
p. A217 

= Panny M. Dravo, CCH Dec. 9274, 34 BTA 
190, 193 (1936); see also Frances 8. Willson, 
CCH Dec. 11,830, 44 BTA 583 (1941), reversed 
without discussion of this point in Commissioner 
v. Willson, 42-2 ustc $9790, 132 F. (2d) 255 
(CCA-46) 
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section are sometimes referred to as “grand- 
fathers’ trusts,” since they are often used for 
transmitting property to grandchildren by 
appointment of the grantor’s own children 
as trustees without beneficial ownership. 


The exception contained in the Regula- 
tions that a person holding the prohibited 
powers shall not be taxable if the grantor 
himself is taxable is continued in subsection 
(b) of the statute. A new exception is also 
added in subsection (c) to provide that a 
power as trustee or cotrustee to apply in- 
come for the support or maintenance of a 
person whom the holder of the power is 
obligated to support shall not result in tax- 
ability to such person except to the extent 
that the income is so applied. This is to 
make this section consistent with the com- 
parable provisions relating to powers held 
by a grantor, according to the committee 
reports.” 


A third exception is provided in subsec- 
tion (d), to the effect that a person will not 
be taxable if he has renounced or disclaimed 
the power within a reasonable time after he 
first became aware of its existence. 


The committee reports state that the pro- 
vision relating to support is a "liberalizing 
provision,” ” indicating that prior to the en- 
actment of the 1954 Code a person not the 
grantor might have been taxed on income 
which could be used by him for the support 
of his dependents, even though the income 
was not so used. I doubt whether the Reg- 
ulations were «ver so interpreted. 


The terms of the statute, like the Regula- 
tions, are very explicit and according to 
Section 671 are intended to be exclusive. 
Therefore considerable certainty is added as 
to powers which may be granted to another 
person without subjecting such other person 
to tax on the trust income. The words “ex- 
ercisable solely by himself’—without men- 
tion of adverse or nonadverse interests, or 
any other limitation—lead to the conclusion 
that a power exercisable by two persons 
jointly, as trustees or otherwise, would not 
be covered. For example, if a grandfather 
created a trust for his grandchildren, naming 
his son as sole trustee and giving the son 
power to withdraw corpus or income for 
himself, the son would clearly be taxable on 

* Regs. 118, Sec. 39.22(a)-22. The regulations 
derive their name from Mallinckrodt v. Nunan, 
45-1 ustc { 9134, 146 F. (2d) 1 (CCA-8), one of 
the early cases in which a nongrantor was held 


taxable by reason of his powers over trust 
income. 


* Report cited at footnote 3, at p. 371. 
% Report cited at footnote 3, at p. 371. 


TAXES—The Tax Magazine 


- 





the income under Section 678. However, if 
the son was only one of two cotrustees, 
even though the cotrustee was subservient, 
and if the consent of both trustees was re- 
quired to permit invasion for the son, the 
trust. would be outside the terms of the 
statute and, since the statute is exclusive, 
the son would apparently not be taxable on 
the trust income. 


Some question might be raised on this 
point where the trustees are given power to 
apply income to the support of persons 
whom the son is obligated to support, be- 
cause of the provision in Section 678(c) re- 
lating to such a power held “in the capacity 
of trustee or co-trustee.” (Italics supplied.) 
This wording might be interpreted to mean 
that a power as cotrustee would be sufficient 
to make the son taxable; on the other hand, 
the general rule requires that the power 
must be exercisable “solely by himself.” It 
will be interesting to see whether this point 
is clarified when the new regulations are 
issued. In my opinion, a power as cotrustee 
should not make the son taxable if the con- 
sent of the other trustee is necessary. 

Section 678 does not, of cotrse, prevent 
the grantor himself from being taxable, es- 
pecially if the person to whom the power 
is granted can be considered to be a related 
or subordinate party who is subservient to 


the grantor’s wishes as provided in Section 
672. 


Comment and Conclusion 


New regulations under Subpart E of the 
1954 Code have not yet been issued and 
there have actually been almost no new 
developments in this field during the past 
year, except for minor matters, most of 


HIS PAPER deals primarily with gifts 
to minors within the family circle, and 
the tax advantages and practical difficulties 
inherent in the process of making them, The 
kind of gifts discussed are not primarily 
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which have been mentioned above. Since 
the statute itself is so detailed, probably the 
Treasury Department feels that there is no 
urgency about the issuance of these particu- 
lar regulations. One of the principal areas 
which will have to be covered and clarified 
are the provisions relating to administrative 
powers exercisable in a fiduciary or non- 
fiduciary capacity, and it seems probable 
that the regulations will follow the present 
regulations to a substantial extent. It is to 
be hoped that the regulations will also fur- 
nish some guidance with respect to the 
proof of nonsubservience. 


The Senate committee report points out 
that under the new Code all the rules for 
determining taxability of trusts to grantors 
and others by reason of their substantial 
ownership and control of the trust property 
are brought together in Subpart E. Gen- 
erally speaking, the criteria of taxability re- 
main the same as under the Clifford regulations 
with certain variations which have been dis- 
cussed. The organization and format of the 
statute is a considerable improvement over 
the Clifford regulations. The use of the de- 
vice of stating first a general rule followed 
by a list of the exceptions to the rule makes 
for clarity and eliminates much unwieldy 
language. Incorporation of the regulations 
into the statute eliminates the objection 
which might have been made to legislative 
pronouncements by the Treasury Depart- 
ment. Finally, I believe that the statute 
will prove to be an advantage to both tax 
practitioners and grantors of trusts, in pro- 
viding rules of reasonable certainty covering 
the income tax results which may be ex- 
pected from the creation of a trust. 


[The End] 





Tax Aspects of Providing for Minors 
in Family Property Arrangements 


By ROLAND K. SMITH, Isham, Lincoln & Beale, Chicago 


motivated by love and affection. Parents, 
quite understandably, like to hold onto the 
purse strings. Without the income and es- 
tate taxes, far fewer of the kind of gifts 
here considered would be made. Absent the 
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gift tax and the involvement of the future- 
interest concept, more of them would be 
made 


Tax Savings 


The tax savings available are valuable 
and obvious. If a father in a higher bracket 
(which will almost always be the case) 
makes a gift of stock to his son, dividends 
on the stock will be taxed at a lower rate. 


If stock which has appreciated in value is 
given and is sold, the capital gains tax is 
likely to be lower: The stock will not be 


subject to estate tax in the father’s estate 
(unless the gift was made in contemplation 
of death). There may be no gift tax be- 
cause of the annual exclusion and the exemp- 
tion or, at any rate, the gift tax will be 
much lower than the estate tax except in 
highly improbable cases (as, for example, 
where prior gifts by the father have put him 
in a gift tax bracket higher than his estate 
tax bracket). In comparing the gift tax and 
the estate tax, it is well to bear in mind 
that donated property is taken off the top 
of the estate so that it is misleading to think 
of the gift tax rates as being merely three 
quarters of the estate tax rates. In most 
cases, the gift tax will be very much lower 
than the estate tax—and, as mentioned, there 
may be no gift tax at all 


Since enactment of the 1954 Code, the 
father no longer has to worry about losing 
his son as an exemption.’ He is entitled to 
an exemption for his son as long as the son 
is under 19 or is a student,’ and the father 
pays more than one half of his support 
What is more, the son is also entitled to a 
$600 exemption in computing his own in- 
come tax, so that a gift generates a new 
exemption. 


Gift Tax 


\ further word about the gift tax—each 
donor is given an annual exclusion of $3,000° 
per donee and an exemption of $30,000,‘ 
which may be used over the donor’s life- 
time Taxable gifts are accumulated over 
the years to determine the gift tax rate 
applicable to gifts for the current year 


In the case of a husband and wife, the 
exclusions and the exemptions may be 


1 Code Sec. 151(e)(1)(B). 

2 Code Sec. 151(e)(4) defines ‘‘student."’ 

* Code Sec. 2503(b) 

* Code Sec. 2521. 

5 Code Sec. 2513 

* Code Sec, 2503(b) 

* Sensenbrenner v. Commissioner, 43-1 ust 
10,033, 134 F. (2d) 883 (CCA-7). 
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doubled,’ but it is well to remember that 
the exemption may be applied only against 
gifts made by a taxpayer or attributed to 
him. Thus, if a husband has used up his 
exemption and makes a gift of $16,000 to 
his son, $6,000 will be excluded, but $5,000 
of the gift attributed to the husband will be 
taxed to him. His wife can apply her exemp- 
tion against the $5,000 attributed to her, but 
not against the remaining $5,000 attributed 
to the husband. In such a situation, judi- 
cious use of the gift tax marital deduction, 
separate returns and proper timing will 
Save taxes 


Future Interests 


The annual exclusion cannot be applied 
to a gift of a future interest.© A “future 
interest” is defined not in the property sense, 
but to cover any situation where there is a 
perceptible gap between the time the gift 
is made and the time the beneficiary of the 
gift can take possession or have enjoyment 
of the donated property. Thus, a gift in 
trust with income payable to A until he is 
21, and with the principal distributable at 
that time, is a gift of a future interest as 
far as the principal is concerned, but a gift 
of a present interest as far as the income is 
concerned.’ In applying the exclusion, the 
present value of the income given is actu- 
arially valued. 


The future-interest concept has caused a 
great deal of trouble, and there is not much 
justification for its existence. Silly concepts 
have a way of generating silly corollaries 
The Evans case” illustrates this statement. 
If, in the trust for A, not only is he entitled 
to all the income, but the trustee is given a 
discretionary power to use principal for his 
benefit before he reaches 21, the gift of the 
income becomes a gift of a future interest 
This is so because the trustee’s power over 
the corpus makes the gifts of the income un- 
certain of duration and amount, so that its 
value is “not susceptible of determination.’ 
Happily, the Evans rule was killed by the 
1954 Code. Section 2503(b) provides, in 
part: “Where there has been a transfer to 
any person of a present interest in property, 
the possibility that such interest may be 
diminished by the exercise of a power shall 


* Sylvia H. Hvans, CCH Dec. 18,461, 17 TC 
206 (1951), aff'd, 52-2 ustrc § 10,862, 198 F. (2d) 
435 (CA-3). This case was consistently followed, 
and the principle established by it was restated 
recently in a ruling of the Service, Rev. Rul 
54-92, I. R. B. 1954-10, 14 
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be disregarded in applying this subsection, 
if no part of such interest will at any time 
pass to any other person.” The Evans rule 
and its illustrate the ponderous 
way in which our tax law frequently evolves.” 


remedy 


Outright Gifts 


An outright gift to a child will, beyond 
question, shift the income from the donor, 
remove the property from the donor’s es- 
tate (barring a contemplation-of-death situ- 
ation) and avoid the future-interest problem. 
This was not always clear. There is a great 
deal of literature dealing with the question 
of whether it is possible to make any gift 
to a minor without creating a future inter- 
est. This issue is now happily resolved. 
Rev. Rul. 54-400" provides, in part, as follows: 


“An unqualified and unrestricted gift to a 
minor, with or without the appointment of 
a legal guardian, is a gift of a present inter- 
est; and disabilities placed upon minors by 
State statutes should not be considered de- 
cisive in determining whether such donees 
have the immediate enjoyment of the prop- 
erty or the income therefrom within the 
purport of the Federal gift tax law. See 
John E-. Daniels v. Commissioner {CCH Dec 
18,135(M), 10 TCM 147], Tax Court Memor 
andum Opinion entered February 13, 1951. In 
the case of an outright and unrestricted gift to 
a minor, the mere existence or non-existence 
of a legal guardianship does not of itself 
raise the question whether the gift is of a 
future interest. Cf. Rev. Rul, 54-91, I. R. B. 
1954-10, 14, involving a gift in trust for the 
benefit of a minor. It is only where deliv- 
ery of the property to the guardian of a 
minor is accompanied by limitations upon 
the present use and enjoyment of the prop- 
erty by the donee, by way of a trust or 
otherwise, that the question of a future in- 
terest arises. See Katherine Schuhmacher 
[CCH Dec. 15,636], 8 T. C. 453.” 


While it solves the legal problem satis- 
factorily, the outright gift presents a num- 
ber of practical difficulties. 


Legal incompetence 


These difficulties stem from the fact that 
a minor is legally incompetent, and the law 
has thrown up strong legal barriers to pro- 
tect him. A person who intermeddles with 
a minor’s property or contracts with him is 
in for trouble—legally, though possibly not 


* For a discussion of some of the problems 
the remedy raises see Caplin, ‘‘How to Treat 
Gifts to Minors,’’ Proceedings of New York 
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practically. A minor’s contract may be voided 
upon the minor’s returning what he has left 
of what he received under it (possibly a 
Jaguar wrapped around a lamppost). The 
person who sells his property is liable for 
interest on the proceeds and also for any 
appreciation which may thereafter occur in 
the value of the property sold. It is not 
possible to forecast the extent of this liability. 
These risks are assumed daily within the 
faraily circle and by banks, when the amounts 
involved are small enough, and very little 
ever comes of them. For one thing a trucu- 
lent nouveau adult will generally get the 
worst of the argument if he gets into a con- 
troversy with a parent who still holds the 
purse strings to the larger purse. 


The difficulties boil down to the fact that 
no one can deal with the property of a 
minor, other than his legally appointed 
guardian, without assuming a risk. In the 
case of some types of property, such as 
shares of stock, it will be virtually impos- 
sible to transfer the property without the 
appointment of a guardian, 


Guardianships 


Very little need be said about the guard- 
ianship machinery. In my opinion, a legal 
guardianship should be used only when there 
is no Other way out. Guardianship is a to- 
tally unsatisfactory way of dealing with a 
minor’s property because it is expensive, it 
is inconvenient and the investment powers 
of a guardian are severely limited. Not only 
are there attorney’s fees, but there are court 
costs, premiums on a guardian’s bond, the 
expense of annual accounts, and so forth 


Hence, if property is to be given outright, 
care should be taken in selecting the kind 
of property to be given. The donor should 
foresee that it may be desirable to sell the 
donated property and reinvest the proceeds. 
Thus, if shares of stock are given and they 
are issued in the minor’s name, a transfer 
agent, if he knows the facts, will insist on 
inserting “a minor” after the stockholder’s 
While solving the practical difficulty 
of establishing that a gift was in fact made, 
it will be impossible, legally, to transfer the 
certificates until the stockholder attains ma 
jority without the appointment of a legal 
guardian. Hence, if stock is tu be given in 
this way it should be of a kind which the 
donor anticipates will be held until the donee 
comes of age 


hame 


University Thirteenth Annual Institute on Fed- 
eral Taxation (1955), pp. 193, 209 
TT. R. B. 1954-38, 13. 
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As a subject of a gift, “E” bonds might 
be mentioned for the nonaggressive. They 
have their obvious drawbacks (especially in 
an era of inflation), but the rules relating to 
their issuance to, and 


redemption by, a 


minor are liberal 


Insurance is another possibility which 
added attraction under the 1954 
Code provision which discards the premium 
payment test 


insurance is an 


takes on 


for estate tax purposes. A 
easy way to avoid 
the future-interest problem, as well as most 
of the practical difficulties involved in making 
an outright gift of property. Insurance is 
a permanent type of investment, and it is 
not likely that there will be any occasion 
to sell it during minority—nor will the 
donee, on reaching maturity, be likely to 
surrender the policy for cash and squander 
the proceeds. Also, the annual exclusion, 
when applied to annual premiums, provides 
a ready-made program for making tax-free 
gifts of substantial amounts. 


There some doubt as to whether a 
gift of an insurance policy having no cash- 
surrender value at the time of the gift was 
a gift of a present interest. This doubt 
has been dissipated by Rev. Rul. 55-408,” 
which includes the following statement: 


“Advice has requested in view of 
the decision in Nashville Trust Company v 
Commissioner [CCH Dec. 13,588(M), 2 TCM 
992], Tax Court Memorandum Opinion en- 
tered November 15, 1943, whether gifts of 
life insurance policies, which have no im- 


giit of 


was 


been 


mediate cash value, are gifts of present or 
future interests for Federal gift tax purposes. 
= he 
volved 
no cash 


Nashville Trust Company case in- 
gifts of insurance having 
values, the having been 
assigned immediately after their issuance 
tefore assigning the policies the donor had 
executed settlement options which, by the 
terms thereof, limited the interests of the 
donees to future interests and in the audit 
of the gift tax return the claimed exclu 
sions were disallowed. The donor filed a 
petition with the Tax Court of the United 
States. In sustaining the Commissioner's 
determination that the gifts were of future 
interests, the Tax Court commented upon 
the fact that the policies had no cash or 
loan values. 


policies 
policies 


However, as the gifts were 
of future interests by reason of the terms 
of the settlement options exercised by the 
donor prior to the assignments, it is not 
believed the decision can be considered as 


“T, R. B, 1955-26, 32. 
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authority for holding that a gift of an in 
surance policy is a gift of a future interest 
unless it has a cash value. 

“Section 86.11 of Gift Tax 
108, defines the term ‘future 
follows: 


Regulations 
interests’ as 


“en 


Future interests” is a legal term, and 
includes reversions, remainders, and other 
interests or estates, whether vested or con- 
tingent, and whether or not supported by 
a particular interest or estate, which are 
limited to commence in use, possession, or 
The 
to such contractual 
rights as exist in a bond, note (though bear- 
ing no interest until maturity), or in a policy 
of life insurance, the obligations of which 
are to be dikcharged by payment in the 
future. 3ut a future interest or interests 
in such contractual obligations may be cre- 
ated by the limitations contained in a trust 
or other instrument of transfer employed in 
effecting a gift.’ 


enjoyment at some future date or timie. 


term has no reference 


“Under the regulations a gift of an. insur- 
ance policy having no cash value is not a 
gift of a future interest merely because the 
policy has no cash value. However, a gift 
of an insurance policy, whether or not it 
has a cash value, may or may not be a 
gift of a future interest, depending upon 
whether, by the terms of the gift, the in- 
terests of the donee in the policy are in 
some manner restricted. Compare Nashville 
Trust Company v. Commissioner, supra 


“Accordingly, it is held 
policy of insurance, which grants to the 
owner the usual incidents of ownership, 
including the right to change the beneficiary 
and the right to surrender 


that where a 


the policy for 
its cash value, if any, is transferred or as- 
signed to a donee as absolute owner, and 
the donee, or his guardian, is not restricted 
in any manner from exercising all legal inci- 
dents of ownership in the policy, by prior 
endorsement or otherwise, a gift of the policy 
and subsequent payment of premiums there- 
on by the donor will constitute gifts of 
present interests for the purpose of deter- 
mining the gift tax exclusion authorized 
by section 2503(b) of the Internal Revenue 


Code of 1954.” 


Another possibility is a gift of certificates 
in an investment trust. The trust itself will 
buy and sell securities and, furthermore, 
the donor is relieved of investment responsi- 
bilities. These remains the problem of what 
to do with the proceeds but where these 
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are not large there is not much of a prac 
tical problem. Usually the solution is to 
reinvest the proceeds in the same trust. 
There are-investment trusts which accumu- 
late dividends and automatically reinvest 
them. A gift of such a certificate in such a 
trust would not, in my opinion, be a gift 
of a future interest merely because the 
donee does not receive any income until he 
sells the certificates. The point is that he 
always has the right to sell and realize any 
income on the trust investments. 


A gift may be made in cash which is to 
be invested or a stock may be given, As 
noted earlier a tax advantage will accrue 
where the stock has appreciated in value. 
A sale by—or, more accurately, for 
who takes the 


the minor 
donor’s basis will yield a 
capital gain which will ordinarily be taxed 
less severely than would have been the case 
if the donor had realized the gain. The 
difficulty with giving stock certificates or 
money which is to be invested in stocks has 
already been pointed out—namely, how can 
the stock be 
vested? 


sold and the proceeds rein- 
A stock transfer agent, if he knows 
will not permit the transfer of 
issued in a minor’s name by anyone 
than a legally appointed guardian. 
The signature guarantee on a stock certifi- 
cate guarantees not only that the signature 
is genuine, but that the person signing is 
competent. Therefore, a bank or a broker 
will be ill-advised to guarantee a minor’s 
signature or the signature of anyone pur- 
porting to sign for the minor. Some brokers, 
if they know the donor well enough and if 
he is a good enough customer, may guaran- 
tee a signature, but they are subjecting 
themselves and their partners to a liability 
of unknown amount, and they are probably 
violating stock-exchange rules. 


the facts, 
stock 
other 


If a trust is, for one reason or another, 
rejected, the best solution in the case of the 


gift of stock is to have the donor assign 
the stock to the minor on a separate stock 
power, having his signature 
guaranteed. The stock and stock power can 
then be turned over to the mother, and she 
should keep them in her own safe deposit 
box. For obvious reasons, it should not be 
kept in the father’s box nor in a joint box. 
A very clear record should be made that the 
stock was im fact given to the child—actual 
proof of delivery to the child is best. The 
law is strict in requiring proof of an actual 
delivery in the case of a gift. 


(the donor’s) 


If it becomes 
necessary to sell such stock, the father can 
endorse the stock certificate 
the power, issuing a new 


and tear up 
power when the 
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new stock is purchased. This is 


, of course 
—to put it mildly—extralegal. 


If the father dies, a stock transfer agent 
may be suspicious of a separate stock power 
bearing an old date. Death does not revoke 
the stock power, and the minor will be able 
to have the certificate transferred to his 
name by giving the transfer agent a satis 
factory affidavit of delivery. Dividends will 
continue to be issued in the father’s name, 
since the stock will still stand in his name 
on the books and he open a special 
checking account for handling them. In 
such cases, it is very important that a Form 
1087 be filed. which indi 
cates that stock standing in a person’s name 
really belongs to another. 


may 


This is a form 


The principal difficulty with the procedure 
just mentioned is that it may not be easy to 
convince an agent that a gift has been made 
A possible alternative is to have the stock 
transferred to the mother’s name with a 
written record that the stock is being given 
to the minor and is put in the mother’s name 
only as a matter of convenience. A copy 
of a record of the gift should be turned over 
to a third party, such as the father’s at 
torney or an aunt or uncle. This course 
is suggested because it is helpful evidence 
in establishing the fact that a gift was made. 
It tends to prove that the father has put it 
beyond his control to retake the property 
given—but it only tends to do so. If this 
procedure is followed, the mother should 
similarly file Form 1087 and execute a stock 
power so the stock 


may be transferred if 


she dies. 


indian Gifts 


The trouble with most of these arrange- 
ments is that they breed controversy. Many 
of the resorted to have come to 
grief, which have succeeded have 
largely because the transactions 
never came to light. The child matures, 
takes his property without raising any ques 
tions and the Treasury never hears about 
the matter. 


devices 
Those 
done 50 


jut very troublesome questions 
arise if a transfer is ever questioned. 

In the first place, it may be difficult to 
prove that a gift was ever made. Again, 
let me stress the importance of being able 
to prove delivery. It is not an infrequent 
occurrence, despite explicit advice to the 
contrary, that the certificates are 
found in the safety deposit box 
when he dies. Even if gift tax returns have 
been filed, the children have paid income 
taxes on the dividends and the father has 
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endorsed the certificates, this error will be 
costly. Not infrequently there will be other 
items in the estate tax return which are 
questioned so that the best that can be hoped 
for is some kind of a compromise. The 
primary such a situation, as 
pointed out, is the difficulty of proving de- 
livery. Agents frequently speak, somewlrat 
inaccurately, of a retention of dominion and 
control. If a gift has in fact been made, the 
further fact that a father may have the 
physical power to deal with the stock which 
has been donated should not change the 
legal result. Whatever dominion and con- 
trol he may have he is exercising illegally. 
Stated more accurately, the retention of 
dominion and control tends to that 
no gift was ever made. 


Another difficulty in this situation is that 
where there is a corporate executor, it will 
not turn the securities over to the children, 
even though all concerned admit that they 
belong to the children 


weakness in 


show 


The executor, quite 
rightly, will insist on the appointment of a 
guardian, with all of the inconvenience and 
expense that that entails, in order that it 
may make a delivery which will protect it. 


It may be possible for the surviving widow 


to make a deal with the executor upon giv- 


% Weil v. Commissioner, 
F. (2d) 561 (CCA-5), Judge Hutcheson dissent- 
ing. The majority opinion contains the follow- 
ing observations on this general subject: 
“We think the controlling fact is that Weil 
purposed all the time to sell the stock and kept 
control of it to do so. He was nct the guardian 
of the children, and it is conceded that under 
the law of Alabama he could not sell the prop- 
erty of his minor children, It is plain that he 
intended to give his children the benefit of the 
stock, and perhaps went to great pains to make 
it appear that he had done so before the profit 
was realized which would be taxed in solido if 
his, but in separate parts and less severely if 
his children’s; but all the time he intended to 
and did maintain dominion and control over the 
stock so as to sell it. Prior to the several sales, 
the certificates sold never passed out of his 
custody into the control of any other person; 
they were never indorsed to the children or 
put In names, nor was any writing signed 
and delivered by him purporting to convey them. 
This retention of control for the purpose of 
exercising dominion over them by sale is in 
consistent with a present absolute gift, the legal 
result of which would have been to prevent a 
sale. In Basket v. Hassell, 107 U. S. 602, 614, 
2S. Ct. 415, 422, 27 L. Ed. 590, after a full 
review of the cases touching gifts, it is said: 
‘A certificate of deposit is a subsisting chose in 
action and represents the fund it 
in cases of notes, bonds, and other securities, 
so that a delivery of it, as a gift, constitutes 
an equitable assignment of the money for which 
it calls. The point as to the nature and 
effect of a delivery of a chose in action, Is, as 
we think, that the instrument or document must 
be the evidence of a subsisting obligation and 
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ing a bond with adequate security, but this, 
too, is a cumbersome procedure. 


The Weil case illustrates another situation 
which came to grief. A father made a gift 
to his children of a substantial amount of 
stock which had greatly appreciated in value. 
He endorsed the certificates (he did not 
remember exactly how), and sent them to 
a broker for sale of the “children’s stock.” 
The government, while admitting a gift had 
been made, successfully contended that the 
gift was of the proceeds, so that the capital 
gain was taxed to the father.” 


Custodian Gifts 


Eight states (California, Colorado, Con 
necticut, Georgia, New Jersey, North Caro- 
lina, Ohio and Wisconsin) have adopted a 
model statute, developed by the Association 
of Stock Exchange Firms, which permits 
the registration of securities in the name of 
a donor or in the name of an adult member 
of the donee’s family followed by the words 
“as custodian, for — —, under [statute 
citation].” In the case of bearer securities, 
the securities must be delivered to an adult 
member of the donee’s family accompanied 
by a deed containing substantially the same 


be delivered to the donee, so as to vest him 
with an equitable title to the fund it represents, 
and to divest the donor of all present control 
and dominion over it, absolutely and irrevo- 
cably.’. We do not doubt that a certificate of 
stock may without formal transfer be by such 
a delivery given: and if to a minor such parting 
of control and dominion to a third person for 
the child is sufficient. Whether a father may 
deal wholly with himself for his child without 
writing, without co-operation of any third per- 
son who represents the child, without doing 
what is ordinarily done to transfer this kind 
of property, and without parting with control 
over the certificate, we greatly doubt. Generally 
a donor must go as far as the nature of the 
property and the circumstances reasonably per- 
mit in parting with dominion and making the 
gift irrevocable. See Allen-West Commission Co 
v. Grumbles (C. C. A.) 129 F. 287 
Turley, 56 App. D. C. 95, 10 F. (2d) 890 
v. Lee, 55 App. D. C. 344, 5 F. (2d) 767; 
Trust Co. v. United States (Ct. Cl.) 54 F. (2d) 
152; Moore v. Tiller (C. C. A.) 61 F. (2d) 478 
Jackson v. Commissioner (C. C. A.) 64 F. (2d) 
359. If the?donor intends to give, and even 
goes so far & to transfer stock on the books of 
the company; but intends first to do something 
else and retains control of the transferred stock 
for that purpose, there is no completed gift 
Southern Industrial Inatitute v. Marsh (C. A. A.) 
15 F. (2d) AZ. Weil's intention to sell the 
stock, an intention that could not be carried out 
if the title to it were vested in his minor chil- 
dren, accompanied with the retention of full 
control over it, suspended the execution of the 
intention to make a gift until after the sale, 
and the intended gift took final effect only upon 
the proceeds.”’ 
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words. The gift is completed if this pro- 
cedure is followed. The statute then gives 
dian full power to sell or otherwise 
the securities and no bond is re- 


o compensation may be paid to 


although he may be reim 
Neither a 
has any respon 
sibility unde he statute to 


reasonable expenses. 


broker nor a tr: 


determine 


whether the person designated as custodian 


appointed. I understand that the 
asked to rule that a gift 


1; 
edi 


was duly 
sury has been 

ire is % 
yphecy that 
, but a 


a favor 
Treasury 
questi 

todians! 

tability 

may be incurred in 
tted to 
ion will 
irtant to a parent who 


assume the 


securities SO comm 
answer to this quest 

be imp 
not too substantial 
ling with his children’s property 
provided by statutes 
uld be helpful in proving that gifts were 

in fact mack 


machinery these 


To me, this is the biggest 
problem in this area 


Trusts 


What has been said above serves to point 
up the convenience and flexibility of trust 
difficulty with trusts is, of 
future-interest concept. 
ever, 1t W ll be rec illed that the 
emption may applied 


nterest so that a 


The primary 


course, the How- 


$30,000 ex- 
against a gift of a 
husband and wife 
away $60,000 without any gift tax 
the entire giit 1s one Of a 


Also, the 


th the convenience of 


The 1954 Code 


to the 


future 
gift tax price may be 
having a trust. 
has furnished a partial 
future-interest problem. Sec 
tion 2503(c) provides as follows: 


answet! 


for the Benefit of Minor.—No 


it to 


an individual who has not 
age of 21 year: 
fer shall 


on the date of 
be considered a gift of 
property for 
subsection (b) if the 
income therefrom— 


uture imterest in purposes 


property and the 


“(1) may be expended by, or for the bene- 
fit of, the donee before his attaining the 
age of 21 years, and 


“ys 


(2) will to the extent not so expended 


“(A) pass to the donee on his attaining 
he age of 21 years, and 


% Code Sec. 665(b) (1). 
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“(B) in the event the donee dies before 
attaining the age of 21 years, be payable to 
the estate of the donee or as he may appoint 
under 


a general power of appointment as 


defined in section 2514(c).” 

This provision extends to a trust under 
which all of the income may be accumulated 
until the beneficiary reaches 21. In many 
cases this will be desirable, especially since 
the five-year throw-back rule does not apply 
to such a trust.” 

At fir 


disarmingly 


Section 
simple but 
of important que 


st glance, 2503(c) appears 


there are a number 
tions relating to its appli 


cation which cannot be 


answered with as- 


surance It 10] hat the regulations 
which have n yet been issucd, will supply 
time tlhe 


language 


the ans 1 In iat wiser 


course i 
tion literally 


of this sec 
caution 


tions awaiting solu 


(1) May 


ards be set 


set of stand- 
vern the trustee’s use 


limitations or 


of income or pring i? At this stage it ts 


not safe to do so 


(2) May provi made for takers in 
default of thie rcise of the power of 
appointment? I anticipate that this will 
be ans ative, largely by con 
trasting the lat this with 
the meticulously specific language in Sec- 


tion 2523(c), permitting such a provision in 


vered in the neg 


wmuage Oo! section 


tl ase of marital-deduction trusts. 


(3) May the be given the right 
to draw down the principal and accumulated 
income on arriving at the age of 21 with 
a proviso that the trustee is to continue to 
hold and administer the trust until 
such right is This should be 
permitted since, for practical purposes, all 
of the right in the trust property would 
“pass to” the beneficiary on his reaching 21, 
but absent the regulations it 
b risked 


beneficiary 


estate 
exercised? 


should not 


(4) Is it 
power ol! 


necessary to give the minor a 
appointment? It would appear 
that this should be answered in the negative 
if the trust requires distribution to the 
minor’s estate if he dies before attaining 
the age of 21. In some jurisdictions a minor 
cannot make a will, and giving the power 
would be futile in event, In other 
states, Illinois, a male reaches ma 
jority at 21, but he may make a will after 
reaching 18. In this should 


any 
such as 


connection it 
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be noted that the required power may be 
either testamentary or by deed. The Code 
does not which—but again it 1s 
futile to 


specify 


give a power to a person who is 


legally incompetent to execute it. 
The primary difficulty with Section 2503(c) 
is that it requires distribution at 21, an age 


when the likely to be ill 
equipped to handle substantial sums. 


beneficiary is 


Sight should not be lost of the fact that 
this section is an outgrowth of the future- 
interest concept. In my opinion that con- 
cept has already occasioned enough difficulty, 
and it is high time that serious efforts be 
made to get rid of it a number 


of ways that this could be accomplished. 
One 


There are 


which I personally endorse would be 
the establishment of a single per-donor ex- 
clusion. Another possibility would be by 
way of prescribing rules for valuing differ- 
ent interests where ther: 
several beneficiaries of 

At the 
to permit 


is a possibility of 
a single trust. 


least, 2503(c) should be amended 
postponement of 
age 25 or 30, in Section 665 
(b)(1)—excluding trusts providing for the 
accumulation of income until age 21 from 
throw-back rule-—should be 


make a corresponding change 
in the applicable age 


distribution to 


which case 


the five-year 


amended to 


Section 678 


Under the 1939 Code, it was generally 
assumed that if a grandfather created a trust 
for his grandchildren, making his son the 
trustee, the income would not be taxed to 
the father even though he had the discre 
tionary power to withhold or expend it for 
his children, and whether or not this dis 
cretion was exercised, Whether it was inept 
draftsmanship or intentional, this approach 
will not work any longer unless—as seems 
extremely unlikely—the Treasury is extra 
ordinarily lenient and takes the view that 
bad draftsmanship rather than intent was 
the reason for the language used in this section. 


Subsection (a) of Section 678 provides 


“A person other than the grantor shall be 
treated as the owner of any 
trust with respect to which: 


portion ota 


“(1) such person has a power exercisable 
solely by himself to vest the corpus or the 


income therefrom in himself i 


“S. Rept 
(1954). 


1622 2d Sess., p. 371 


83d Cong., 
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Subsection (c) provides 


“Subsection (a) shall not apply to a power 
which enables such person, in the capacity 
of trustee or co-trustee, merely to apply the 
income of the trust to the support or main- 
tenance of a person whom the holder of the 
power is obligated to support or maintain 
except to the extent that such income is so 
applied.” 


has this 
to say about subsection (c): “A liberalizing 
provision is provided under which a person 
will not be taxed on income by reason of a 
power vested in him as trustee to apply such 
income to the support or maintenance of his 
dependents, except to the extent that the in- 
come is so applied.” 


The Senate committee report ™ 


Section 671 provides: “No items of a trust 
shall be included in computing the taxable 
income and credits of the grantor or of any 
other person solely on the grounds of his 
dominion and control over the trust under 
section 61 (relating to definition of gross 
income) or any other provision of this title, 
except as specified in this subpart.’ 


It has been suggested that the language 
just quoted makes it inescapably clear that 
Congress did not intend to tax income to 
the father in the case of a trust of the kind 
we are considering unless some provision 
clearly said that it should be so taxed, The 
argument continues that subsection (c), m 
the language of the Senate committee re- 
port, was intended to be “liberalizing,” and 
certainly it does not afford a more liberal 
treatment than was effective under the case 
law under the 1939 Code. The argument is 
not convincing. My own opinion is that in the 
case of such a trust, income of the trust 
which is expended for the children by the 
father-trustee will be taxed to him. 
a case the should either resign as 
trustee or accumulate the income if he 
wishes to escape taxation on the trust income 


In such 
father 


Spray Trusts 


While by no means limited in its appli- 
cation to minors, the spray trust should not 
be overlooked when ways for providing for 
minors are being considered. The advan- 
tages, disadvantages and operation of such 
trusts have been fully and ably covered 
* and no more need be done here 
than point out the availability of this type 
of trust 


elsewhere,’ 


% See McLucas, ‘‘Income Tax Planning in the 
Transmission of Wealth,’’ 30 Taxes 973 (De- 
cember, 1952). 
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Given a proper set of circumstances—a 
frequent occurrence—the tax savings avail 
able by using a spray trust are astonishing. 
These result from the fact that the income 
of a trust is, for income tax purposes, allo 
cated among the trust and the beneficiaries 
for whom it is used or to whom it is dis 
tributed. Where, for example, under a trust 
created by a grandfather, the trustee is given 
discretion to accumulate income or distribute 
it among the settlor’s daughter and three of 
his grandchildren, five taxable entities re- 
sult, with probably widely different tax 
brackets. To appreciate fully the total taxes 
which may be saved, the annual savings 
should be multiplied by the estimated num- 
ber of years over which such savings will be 
available. 

A spray trust may also be used advan 
tageously in a father’s will. On his death, 
his duty to support his minor children dis- 
appears, and by his will he can accomplish 
an advantage which is denied during his 
lifetime. An additional tax consideration 
occurs in this situation: Following the father’s 
death, his widow will no longer have the 
privilege of filing a joint return except 
during the two-year period and under the 
‘ircumstances prescribed by Section 2 of 
the Code, although she may qualify as a 
head of a household under Section 1. 


Conclusion 


A trust is a marvelously flexible device 
for dealing efficiently with a minor’s prop 
erty. The Clifford rules, as now codified, 
severely limit the use of a trust in making 
gifts to a minor whom the donor has a duty 
to support, the net result being that the gift 
must be made in some less formal way. 
The alternatives available are beset with 
traps, and probably afford the minor less 
protection than he is entitled to. 
interest concept further limits the use of 
this area. A guardianship is no 
solution to the problem, although it solves 
the Clifford and future-interest difficulties. 
A legalistic approach which forces strange 
and untried solutions to a practical problem 
has little justification for its existence unless 
it is a rough-hewn step on the path to tax 
ing a family as an entity, The problem 
should be squarely faced and settled one 
way or the other. As a first step, the future- 
interest concept should be abandoned. In 
the meantime we may anticipate that in 
many cases taxpayers will make outright 
gifts to minors within the family circle and 
hope for the best—the best being that the 
minor, on attaining majority, will not object 
to the way his property has been handled 
and that the Treasury will not discover the 
transaction or question it, if it does—scarcely 
a situation to be commended. [The End] 
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Stock Redemptions and 


Constructive Ownership Problems 
By GEORGE W. WINDHORST, Jr., Bell, Boyd, Marshall & Lloyd, Chicago 


f Breer: 
stock redemptions other than complete 
liquidations, reorganizations, and spin-offs, 
together with a consideration of the appli- 


AREA of this discussion includes 


cation of rules 


the of constructive owner- 
ship to the stock redemptions being covered.’ 

1 References throughout are to the Internal 
Revenue Code of 1954 unless otherwise specified ; 
references to the proposed regulations mean the 
proposed regulations relating to Subch. C (cor- 
porate distributions and adjustments), pub- 


Federal Tax Conference 


“Redemption of stock” as defined in Sec- 
tion 317(b) of the Code means the acquisi- 
tion by a corporation of its stock from its 
shareholders in exchange for property, 
whether not the stock so acquired is 
canceled, retired or held as treasury stock.’ 


or 


lished in the Federal Register on December 11, 
194. This discussion does not include any 
reference to Sec. 341 (collapsible corporations), 


as that is considered to be a separate subject. 
2 Sec. 317(b). 
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Other provisions of the Code define “cor- 
poration” to include associations, joint stock 
companies and insurance companies,’ define 
“stock” to include shares in corporations 
as defined, and define “sharcho'ders” as 


members of corporations as defined.’ 


Stock redemptions of the type being con- 
sidered in this discussion must fall into one 
of three general classifications, with varying 


h the shareholder and the 





ae Apnet" 
corporation. These three categories or classi- 


fications are as follows 


(1) stock redemptions which are partial 


liquidations under Section 331 of the Code; * 
(2) stock redemptior hich are not es 
entially equivalent to a dividend, includn 
rece nptior ol tock to pay death taxes, 
rece npti of ; 1 1 ler Section 02, 
and “‘sale treated as redemptions under 


(3) stock redemptions which are treated 
as dividends under Section 301.” 


It is my belief that the general heme of 
the 1954 Code relating to stock red mpti 
is the same as under the 1939 Code. The 
only changes made in the 1954 Code were 
designed to make some provisions of the 


1939 Code more specific, in a partial attempt 


to codify some of the decided case law, 
and to apply certain rules of family owner- 
ship as to some of the new, specifically 
covered, categories of stock redemptions, a 
concession to the Commissioner. 


If you were to analyze the comparable 
sections of the 1939 and 1954 Codes, you 
would find that, as to partial liquidations 
Section 115(i) of the 1939 Code defined a 
partial liquidation as a distribution in com 
plete redemption of a part of its stock, or 
a series of distributions in complete redemp 

Section 346 
of the 1954 Code retain this de finition, 


adding only a requirement that the distribu 


tion of all or a part of its stock. 


tion be pursuant to a plan, and further add- 
ing a requirement that distribution be within 
the taxable year, or the next succeeding 
one, in which the plan is adopted. How- 

*Sec, 7701(a)(2) 

* See, 7701(n)(7) 

5 Sec, 7701(n)(8) 

* As defired in Sec. 346 

* Secs, 392, 303 and 304, Including, in certain 
circumstances, the redemption of stock under 
Sec. 306 

* Including, in certain circumstances, the re- 
demption of stock under Sec. 306 

* Sec, 346(b) 

” Sec, 346(a)(2) 

% Proposed Regs. Sec. 1.346-1(a). 
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ever, the 1954 Code then goes forward to 
state that certain corporate contractions will 
be partial liquidations.’ The statute specifi- 
cally states the general definition of partial 
liquidations is not limited to these specific 
corporate contractions.” The proposed 
regulations further give an example of a 
partial liquidation which is not a corporate 
contraction within the statutory definition.” 


It would therefore appear that partial 
liquidations will still be th subject of 
considerable litigation, the amount of which 
will be reduced only to the extent that cer- 
tain corporate contractions fall within the 
new statutory definition. 


As to distributions not essenti 
lent to a dividend, Section 115(g) 
1939 Code provided, in effect, fe 
ment of redemptions which were essentially 


equivalent to the distribution of a dividend, 





for the treatment of certain sales of a par- 


ent’s stock to a subsidiary as a dividend, 
and for the treatment of redemptions of 
stock to pay death taxes These provi- 
sons are basically contained in Sections 


302(b)(1), 303(a) and 304(a)(2) of the 
1954 Code 


1 


each case have added something to the 


However, the new sections in 


1939 Code In the case of redemptions to 
pay death taxes, the amount which can be 
distributed has been increased to cover ad- 
ministration and funeral expenses, as well 
as death taxes: the minimum roregate 
value required to qualify under the section 


has been changed to either 35 per cent of 





the gross or 50 per cent of the net estate; 
the time within which distribution can be 
made has been extended; and, under certain 
circumstances, stocks of more than one cor- 
12 
l 


poration can be treated as one 


In the case of redemptions of stock by a 
subsidiary, the rule applicable has been ex- 
tended to related corp. rations controlled by 
the same persons, and the new constructive 
ownership rules of Section 318 have been 
made applicable.” 


In the case of redempt ons not essenti illy 
equivalent to a dividend, there have been 


% Secs. 203(a)(2). 303(b)(2)(A), 303(b)(1) and 
302 (b) (2) (B) In addition, if new stock is re- 
ceived for old stock included in the estate in a 
nontaxable exchange, Sec. 303 will apply to a 
redemption of the new stock, per Sec, 303(c). 
While the statute does not speak of redemptions 
under this section as being in the rregate, 
the proposed regu'ations take this position, con- 
sistent with regulations under the 1929 Code 
Proposed Regs. Sec. 1.303-2(g) 

Sec. 304(a)(1) and (c). In addition, in 
applying the rules of constructive ownership, 
the 50 per cent limitation relating to stock of 
a corporation is eliminated. Sec. 304(c)(2). 
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In all stock redemptions, it will be 
most desirable, and more certain 
of result, if the redemption qualifies 
as a partial liquidation. 


added three classifications as to which the 
dividend treatment will not be applied to a 
redemption: a disproportionate redemption, 
a complete termination. of the shareholder’s 
interest, and a redemption by a railroad 
corporation in a plan of reorganization.” 
In addition, and perhaps more importantly, 
a requirement has been added that family 
ownership be considered in determining 
whether the standards of “disproportionate 
redemptions” and “termination of interest” 
established by the Code have been met.” 
It is important to note that, as in the case 
of partial liquidations, the mere fact that 
the added statutory requirements cannot be 
met does not eliminate the possibility that 
the redemption could still be a distribution 
not essentially equivalent to a dividend.” 


Carrying on with the analysis of the old 
against the new, in the case of redemptions 
which are essentially equivalent to a divi- 
dend, the 1939 Code provided that distribu- 
tions which were essentiaHy equivalent to a 
dividend should be taxed as dividends to 
the extent of the corporation’s earnings and 
profits. Distributions in excess of such 
earnings were applied against the basis of 
the stock.” These rules have been re- 
adopted by Section 301 of the 1954 Code. 
In addition, the 1954 Code treats the re- 
demption of certain stock which is received 
as a stock dividend (referred to as Section 
306 stock) as a distribution equivalent to a 
dividend.” This is a further example of the 
extension of the basic concept of the 1939 
Code to a concrete situation under the 1954 


Code. 


Even though it appears on the surface 
that there has been no general change in 
concept or outline as to the treatment of 
stock redemptions under the 1954 Code, it 
should not be assumed that the extensions 
made are not important or that technical 
problems have not been created. One of 
the most important questions—which un 
fortunately still cannot be answered at this 





does not refer, however, to railroad corporate 
reorganizations because of its limited appli- 
cation 

1% Sec, 302(c). 

% Sec. 202(b) (5). 

17 1939 Code, Sec. 115 
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4 Sec, 302(b)(2), (3) and (4). This discussion 


date—is whether the Commissioner and the 
courts will treat stock redemptions under 
the 1954 Code in the manner in which Con- 
gress clearly intended. Will partial liquida- 
tions be limited or restricted by reason of 
the Code provisions as to corporate con- 
tractions? Will redemptions not essentially 
equivalent to a dividend be limited or re- 
stricted by reason of the Code provisions 
as to disproportionate interest and termina- 
tion of interest? 


These questions obviously will not be 
answered for some time. It will take years 
for cases to get to the courts and be de- 
cided. In a somewhat shorter time, we 
hope, the Commissioner will indicate his 
position through the issuance of regulations 
and, perhaps more important, through spe- 
cific rulings. The proposed regulations on 
the sections of the Code dealing with stock 
redemptions were issued last December.” 
Final regulations have been expected, and 
are still expected. The proposed regulations - 
do not go very far in answering these 
questions. 


In connection with partial liquidations, 
the regulations restate the Code to the 
effect that a partial liquidation includes, 
but is not limited to, a corporate contrac- 
tion as defined in the Code, The regu- 
lations go on to state an example of a 
distribution which will qualify as a partial 
liquidation: a distribution resulting 
from a genuine contraction of the corporate 
business such as the distribution of unused 
insurance proceeds recovered as a result 
of a fire which destroyed part of the busi- 
ness causing a cessation of a part of its 
activities.” If any meaning can be read 
into the briefness of the regulations, it can 
only be that the Commissioner will try to 
limit partial liquidations to corporate con- 
tractions through cessation or loss of busi- 
ness, whether within the Code definition or 
not. 


In connection with Section 302 dealing 
with redemptions not essentially equivalent 
to a dividend, the proposed regulations 
again do not give us much of a hint as 
to the position of the Commissioner. The 
regulations restate the Code to the effect 
that, if a distribution (or a redemption) is 
determined to be not essentially equivalent 


* The whole treatment of stock dividends on 
redemption or sale is new In the 1954 Code. 
This discussion does not purport to cover this 
subject. The situations in which Sec, 306 re- 
demptions will not be treated as dividends 
should be noted. Sec. 306(b). 

”% See footnote 1. 

% See footnote 11. 
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to a dividend, it is immaterial that it does 
not meet the requirements of the Code 
relating to disproportionate interest and 
termination of interest.” 


Since the basic question of the effect of 
the 1954 additions to the Code on the pre- 
existing law is so much a matter of con- 
jecture and personal opinion at this time, 
I would like to spend the remainder of this 
discussion in pointing out some of the prob- 
lems, pitfalls and loopholes which have 
arisen as a result of the additions. 


In the first place, it should be pointed 
out that, in all stock redemptions, it will be 
most desirable, and more certain of result, 


if the redemption qualifies as a partial 
liquidation. Under the 1954 Code, it is 
clear that a partial liquidation (1) is not 


subject to the rules of constructive owner- 
ship; ” (2) is not governed by any of the 
standards of Section 302 relating to whether 
the redemption is essentially equivalent to 
a dividend;” and (3) is not subject to the 
special rules relating to Section 306 stock.” 
From all standpoints, it would appear that, 
if a redemption can be accomplished along 
the partial liquidation route, there is much 
to gain. 


Many problems have been created in the 
new sections relating to redemptions not 
essentially equivalent to dividends, and the 
applicability thereto of the rules of con- 
structive ownership of stock. In the brief 
year since the 1954 Code was enacted, there 
has been a good deal of expression of opin- 
ion on the subject by practicing attorneys, 
law school professors, and students of the 
law. These expressions have ranged from 
thoughts that the changes were reasonable 
and desirable, to thoughts that a state of 
prolonged warfare would exist between the 
tax bar and the Commissioner, and that 
the situation was so critical that it called 
for immediate further revisions of the law. 


To point out these problems requires a 
detailed analysis of Section 302 and Sec- 
tion 318. 


Section 302 provides that a redemption 
will be treated as in payment for the stock, 
with resulting capital gain treatment, if any 
of the following tests ” are met: 


(1) The first test is whether the redemp- 
tion is not essentially equivalent to a divi- 
dend (it has already been noted that this is 
a continuation of the old law).” 


(2) The second test is whether the re- 
demption is substantially disproportionate 
with respect to the shareholder.” To meet 
the requirements of disproportionality, there 
are the following tests : 


(a) As to voting stock only, the ratio of 
the shareholder’s stock to stock outstanding 
after redemption must be less than 80 per 
cent of the ratio before the redemption. 


(b) As to common stock, whether voting 
or not, the same 80 per cent rule must 
be met. 


(c) As to voting stock, the shareholder 
must own less than 50 per cent of the voting 
stock immediately after the redemption.” 


It should be noted that if voting stock 
is not redeemed this section cannot apply, 
since the test as to reduction in voting 
strength could not be met. It should be 
further noted that if there is a plan to make 
redemptions from different shareholders at 
different times (which would, when con- 
sidered together, not result in a substan- 
tially disproportionate redemption), the 
mere existence of such a plan will elimi- 
nate the possibility of meeting the require- 
ments of the section.” 

In determining whether or not the per- 
centage tests as to stock ownership before 
or after are met, the rules of Section 318 
as to constructive ownership of stock are 


invoked.” These rules will be discussed 
separately. 
(3) The third test is whether the re- 


demption results in a termination of the 
shareholder’s interest.” 


As in the case of the first two tests, if a 
corporation redeems all of the stock of a 
shareholder, the transaction is treated as a 
sale. While redemptions falling within this 
provision usually would also generally 
qualify under the “substantially dispropor- 
tionate” rule, it also covers nonvoting stock ® 
and Section 306 stock.™ In addition, and 
perhaps more important, the rules of Sec- 
tion 318, relating to attribution of stock 





™ See footnote 11. 

= Sec. 318 applies only to provisions where it 
is expressly made applicable. Sec. 346 does 
not apply Sec. 318. 

* Sec, 346(c). 

™ Sec. 306(b) (2). 

* In addition, a further test is possible as to 
railroad corporations in reorganization. Sec. 
302¢b) (4). 

* Sec. 302(b) (1). 


920 


December, 1955 @ 


* Sec. 302(b) (2). 

% Sec. 302(b)(2)(B) and (C). 

*” Sec. 302(b)(2)(D). 

*” Sec, 302(c). 

™ Sec. 302(b) (3). 

® As indicated, because of the tests under 
Sec. 302(b)(2), a redemption of nonvoting stock 
alone could not qualify. 

% Sec. 306(b)(1)(B). 
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One of the most important provisions 
of Section 318 provides that stock 
constructively owned by a 

person, through attribution, is to be 
considered as actually owned by him 
for the purpose of reattributing the 
stock to some other person, 

except that stock attributed under 
the family ownership rule 

cannot be reattributed under the same 
family ownership rule. 


ownership, may be somewhat different in 
certain circumstances. 

In determining whether or not a fact 
situation qualifies under the Section 302 
tests of disproportionality or termination 
of interest and, therefore, in determining 
whether or not a distribution or redemption 
is essentially equivalent to a_ dividend, 
stock owned by persons other than the 
distributee is attributed to him under the 
provisions of Section 318. The rules of 
Section 318 seem to break into two parts: 

As to family ownership, a person will be 
considered to own stock owned by his 
family. “Family” includes a spouse, chil- 
dren, grandchildren and parents.” 

As to partnerships, estates, trusts and cor- 
porations, stock owned, directly or indirectly, 
by a partnership or estate is considered as 
owned proportionately by its partners and 
beneficiaries. Conversely, all stock owned 
by a partner or beneficiary is considered as 
being owned by the partnership or estate 
Stock owned by a trust is considered owned 
by the beneficiaries in proportion to their 
interest in the trust computed on an actu- 
arial basis. Conversely, stock owned by a 
beneficiary of a trust is considered as owned 
by the trust, unless the beneficiary’s interest 
is a remote, contingent interest worth not 
more than 5 per cent computed on an actu- 
arial basis. If 50 per cent or more in value 
of the stock of a corporation is owned by a 
person, then he is considered as owning a 
proportionate amount of any stock owned 
by that corporation, and, conversely, the 
corporation is considered as owning any 
stock owned by the person.” 





One of the most important provisions 
of Section 318 provides that stock construc- 
tively owned by a person, through attribu- 
tion, is to be considered as actually owned 
by him for the purpose of reattributing the 
stock to some other person, except that 
stock attributed under the family ownership 
rule cannot be reattributed under the same 
family ownership rule.” 


Returning again to Section 302, it was 
heretofore noted that the rules of construc- 
tive ownership of stock established by Sec- 
tion 318 were generally applicable, except 
in the case of a termination of a share- 
holder’s interest. In such a case, the rules 
of family ownership do not apply if the 
distributee thereafter does not have any 
interest (as officer, director or employee) 
other than as a creditor, and does not ac- 
quire any such interest within ten years.” 
This exemption from the application of the 
family ownership rule will not be applied 
(1) if the distributee in the ten-year period 
preceding the redemption acquired stock 
from a person whose stock would be im- 
puted to the distributee under Section 318” 
and such acquisition was for the purpose 
of avoiding income tax; or (2) if another 
person owns stock which would be imputed 
to the distributee under Section 318 and 
which was acquired from the distributee 
within the preceding ten-year period for 
the purpose of avoiding income tax, unless 
such stock is also redeemed.” 


With the obvious interplay between Sec- 
tions 302 and 318, it would seem to be safe 
to say that Section 302 will probably act 
both as a liberalizing provision and as a 
method of reducing litigation in corporate 
redemptions not involving family-owned 
corporations. The creation of specific stand- 
ards ‘by which a particular transaction can 
be judged usually has this effect. However, 
in cases of family-owned corporations, the 
rules of Section 318 will probably have the 
reverse effect. 


The following problems and apparent 
defects have already been noted in the 


combined application of Sections 302 and 
318: 


(1) Section 302 requires, under certain 
circumstances, that a shareholder’s interest 
in the corporation be terminated, except for 





“4 Sec. 318(a)(1). “Note that “'spouse’’ does Regs. Sec. 1.318-2(a)); note also that exempt 


not include a spouse legally separated under 
decree of divorce or separate maintenance. 
“Children” includes adopted children. 

% Sec, 318(a)(2)(A), (B) (note that a vested 
interest of a trust beneficiary is not excluded 
even though less than 5 per cent (proposed 


Federal Tax Conference 


employees’ trusts are not included) and (C). 
* Sec. 318(a)(4). Also note that stock under 
option is considered as owned. Sec. 318(a)(3). 
* Sec. 302(c) (2) (A) (i). 
* Sec, 302(c)(2)(B) (i). 
%® Sec. 302(c) (2) (B) (il). 
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an interest as a creditor, and prohibits the 
reacquisition of an interest within ten years.” 
“Creditor” is not defined, nor is the reac- 
quisition of an interest defined. Under the 
proposed regulations it is stated that the 
distributee shall be considered a creditor 
only if his rights are not greater than nec- 
essary for the enforcement of his claim and 
are in no sense proprietary. Specific refer- 
ence is made to payments which are de- 
pendent on future earnings as disqualifying 
the person as acreditor. Further, the regu- 
lations state that the creditor can reacquire 
assets, but not stock." These problems 
undoubtedly require further attention. 


(2) Section 302 requires, under certain 
circumstances, that, in order for the family 
ownership rules not to apply, certain acquisi- 
tions or dispositions within a ten-year period 
can not be principally for the purpose of 
avoiding income tax.” The existence of 
such a factual standard in what otherwise 
Started out to be a mechanical test will, 
of course, cause litigation and trouble. The 
proposed regulations do not even refer to 
this problem. 


(3) Under Section 302, it would appear 
possible to have a complete redemption of 
a family member’s stock with capital gain 
treatment as long as the other members 
of the family are living.” However, once 
a death occurs, in certain fact situations, 
the redemption might not qualify because 
of the application of Section 318 relating 
to attribution of ownership of stock through 
estates and trusts. It seems anomalous that 
a redemption might safely take place im- 
mediately prior to death and qualify, and 
yet not qualify immediately after death. 
A further problem, or question, might be 
raised if the redemption from the estate is 
by reason of contract entered into between 
the corporation and stockholders prior to 
death.“ 


(4) Throughout Section 318, a beneficiary 
of a trust or estate, or a partner of a part- 
nership, is considered to own only a pro- 
portionate amount of the stock owned by 
such estate, trust or partnership, based on 
his interest in it. However, in reversing 


“ Proposed Regs. Sec. 1.302-4(d). 

@ Sec. 302(c)(2)(B). 

“For example, husband and wife each have 
¢ med 50 per cent of stock for more than ten 
years. His stock Is redeemed. 

“These and other problems are discussed, 
with examples, by Bernard Wolfman, ‘Some 
of the Attribution-of-Ownership Problems In- 
volved in the Redemption of Stock Under the 
1954 Code,’ 33 Taxes 382 (May, 1955). 
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Section 302 will probably act both as 
a liberalizing provision and as a 
method of reducing litigation in 
corporate redemptions not involving 
family-owned corporations. 


this theory of constructive ownership, the 
entity is assumed to own all of the stock 
of the individual.® 


(5) The rules of constructive ownership, 
when applied to corporations, require that a 
person own 50 per cent or more of the 
stock before attribution will occur. This 
is in startling contrast to the rules as ap- 


plied to estates, trusts and partnerships. 


(6) The rules of Section 318 relating to 
attribution of stock through interests in 
estates, trusts, partnerships and corporations 
seem to require reattribution unlimitedly.* 
Examples could, therefore, be worked out, 
I believe, where the rules create absurd 
results. This is undoubtedly the natural 
result of applying fixed rules to all fact 
situations. I don’t believe that, simply 
because an absurd result can be reached, 
the basic principle is therefore wrong. The 
proposed regulations do set forth several 
rules that seem to be aimed at reducing the 
chances of the absurdity, as follows: 


(a) A corporation shall not be considered 
to own its ‘own stock through ownership 
thereof by its shareholders.” 


(b) In any case where stock owned by 
a person may be included more than once, 
such stock shall be used only once, in the 
way to get the largest result.” 


(7) Many technical problems seem to be 
involved in the provisions of Section 302 
(c)(2)(B) relating to proscribed situations 
where the family ownership rules will apply 
even in cases of complete termination. There 
is a reference in this section to Section 318(a). 
It has been argued that this is a legislative 
error,” that reference should have been 
to Section 318(a)(1), and that the differ- 
ence in application is substantial. In addi- 
tion, the following questions seem to be 








® Sec. 318(a) (2). 

“Since constructive ownership is treated as 
actual ownership, it can be reimputed 

“ Proposed Regs. Sec. 1.318-3(b)(1) 

* Proposed Regs. Sec. 1.318-3(b) (2). 

® Anderson A. Owen, ‘‘Stock Redemptions and 
Partial Liquidations Under the 1954 Code,"" 32 
TAXES 985 (December, 1954) 
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completely the Code 


Inder Sec 


unanswered in both 
yposed regulations { 


tion 302(c)(2)(B)(i), relating to acquisitions 


and the pr 


in the preceding ten-year period, is it neces- 


sary for the person from whom the stocl 
wa acquired i be a shareholder at the 
time of redemptio: If not, then it might 
be possible for the redemption to fail to 
qualify, even though the redemption would 
have qualified if it had been made directly 
from the transferor Under Section 302(c) 
(2)(B) (ii), a special provision restricts thi 
application of the section if the stock which 
1 transferred thin tl ten ear px iod 
is also redeemed. Why such a 
similar savings claus i! sector 
302(c)(2)(B)G)? Cones persor 
transferring the stock n capita 
gain treatment on a rede hile the 
person receiving the stoc is also 
redeemed) might not gct in treat 





ment becaus¢ the family 


owne}!l ship rules 


would be applied. What is the 


effect of the 


death of the person trom whom the sto k 
was acquired? Varying results will be ob- 
tained, depending on the answer to this 


question. 


(8) Section 304, in expanding the situa 


tions where “sales” of stock of an issuing 
company to another corporation will be 
treated as redemptions, brought in the cases 


of related corporations as well as parent 


the 
dividend is 
the earnings and profits of the 
acquiring corporation are 


and subsidiary 
of related 
involve d, 


: 5o 
corporations In case 


corporations, if a 


controlling.” In 
the case of parent and subsidiary corpora- 
tions, the earnings and profits of the issu 
ing 


corporation are In deter- 


related, 
ownership are 


controlling.” 
mining whether 
the rules of constructive 
again applied.™ It would appear that, if 
corporations are related through common 
ownership, one of such related corporations 
will be the parent of the other. 


corporations are 


In such a 
case, the rules relating to parent and sub- 
sidiary companies are applicable in prefer- 
ence to the rules as to related companies.” 
If this is true, Section 304 
complicated. 


seems unduly 


(9) Under Section 302, if a distribution 
does not qualify as a distribution in pay 
ment for the stock, then Section 301 applies.” 
Under the proposed regulations” this is 
true, whether or not the redeeming corpora- 


® Sec. 304(a) 

5} Sec. 304(b)(2)(A) 
% Sec, 304(b)(2)(B) 
53 Sec. 304(c) 

* See, also, Cohen, 


Silverman, Surrey, Tar- 
leau and Warren, 


he Internal Revenue Code 


Federal Tax Conference 


ight tuberculosis 





tion has earnings. Under Section 301, there 


is no provision relating to the treatment 
of the cost basis of the stock redeemed if 
the distribution is treated as a dividend 


However, tl regulations seek 


propose d 


to correct this by stating: 


“In any case in which an amount received 
in redemption of stock is treated as a dis- 
tribution of a dividend, proper adjustment 
the remaining stock will be 
made with respect to the stock redeemed,” ™ 


of the basis of 


Two simpl 
the results logical 
more complicated situation, 


examples are 
seem 


given in which 
However, in a 
a good deal of 
confusion will exist 

It is impossible to tell at this time what 
the real effect of the additions made by the 
1954 Code will be. It 
to me, however, that 


are or clear 
the changes will be 
beneficial in many cases. It seems, further, 
that many of the problems created which 
have been discussed have limited applica- 
tion. However, there seems to be no doubt 
that many of the problems can be cured 
only by further changes in the law, rather 
than by regulations. It is to be hoped that 
the regulations, when finally issued, will 
clarify some of the problems, but it is too 
much to be hoped that they will go very 
far in solving them. [The End] 
of 1954." 68 Harvard Law Review 393 (Janu- 
ary, 1955) 

% Sec. 302(d). 

* Proposed Regs. Sec. 
S. Rept. 1622, at p. 234. 

* Proposed Regs. Sec. 1,302-2(c) 


seems 


1.302-2(a) See, also, 
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Divisive Reorganizations 


and Corporate Contractions 
By JOHN S. PENNELL, McDermott, Will & Emery, Chicago 


Tse Internal Revenue Code of 1954 has 
now been with us for well over a year,’ 
and the tentative regulations under Sub- 
chapter C have been published for almost 
a year.” The regulations are not yet final, 
which is merely one reason why it is still 
too early to draw more than preliminary 
conclusions on the changes wrought in the 
tax laws by the Second Session of the 
Eighty-third However, a year 
of living with the Code and the embryonic 
regulations has given us a clearer insight 
into the problems to be encountered in 
working with the Code, and although the 
answers may be few, the problems are many. 


Congress. 


In this discussion we will be concerned 
primarily with the provisions of Sections 
355 and 368(a)(1)(D), dealing with “spin- 
offs” and related transactions, and Sections 
331 and 346, dealing with partial liquida- 
tions. We will be concerned secondarily 
with a number of other sections whose 
effects must be considered in any of these 
transactions. 


If it seems that these two areas are 
somewhat divorced from each other, it 
should be noted at the outset that they 
have at least one major point in common— 
they are both bound up in the new concept 
of a five-year active conduct of a trade or 
business. There are many other parallels 
between a division of corporate assets by 
partial liquidation in one case and by stock 
distribution in another. 


DIVISIVE REORGANIZATIONS 
Need for Reorganizations 


Although the name “divisive reorganiza- 
tions” is to some extent descriptive of our 
subject, it is also to some extent a misnomer. 


Section 355 permits the division of two 
or more businesses conducted by one corpo- 


1 Approved August 16, 1954. 
2? Proposed regulations were published in the 
Federal Register on December 11, 1954. 


924 


December, 1955 @® 


ration into the same businesses conducted 
by more than one corporation with no gain 
or loss recognized to the shareholders or 
security holders of the dividing corporation. 
The division may be accomplished by the 
expedient of a reorganization if necessary 
or desirable. However, unlike the require- 
ment of Section 112(b)(11), 1939 
a reorganization is not mandatory. 


Code, 


Under the old Code, if the distributing 
corporation distributed to its shareholders 
stock of a contiolled corporation which had 
been owned for some time, gain or loss was 
recognized because the distribution was not 
in connection with the required “reorgani- 
zation.” To avoid gain or loss it was neces- 
sary to transfer the stock of the controlled 
corporation to a new corporation in ex- 
change for enough stock of the new corpo- 
ration to constitute control. This new stock 
was then distributed to the shareholders 
of the original corporation. By thus beat- 
ing the devil around the bush, a “reorgani- 
zation” was accomplished and nonrecognition 
of gain was obtained. The transaction also 
left the distributee stockholders with a holding 
company to be lived with or disposed of by 
a Section 112(b) (6) liquidation or by merger. 
The entire transaction accomplished nothing 
substantive but met the literal 
of the Code. 


The need for a reorganization is spe- 
cifically eliminated by Section 355(a)(2) 
(C) of the 1954 Code,’ and the stock of 
the controlled corporation can be distributed 
directly to the shareholders of the distribut- 
ing corporation without the intervention of 
the useless new corporation. 


demands 


However, if the distributing corporation 
itself is directly conducting two businesses 
and wants to separate them, it may do so 
by use of a reorganization. In fact, if the 
separation is to be accomplished in a single 





All further statutory references will be to 
the 1954 Code unless otherwise indicated. 
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transaction, or a related trans- 
actions, whereby assets are transferred to 
a new corporation whose stock is dis- 
tributed to the shareholders of the trans- 
feror, the transaction probably cannot avoid 
being a reorganization.‘ 


series of 


As a reorganization it must comply with 
all the nonstatutory rules engrafted by the 
courts upon the 1939 Code requirements for 
reorganization, particularly the necessity 
for a “business purpose,” before the trans- 
action will result in nonrecognition of gain." 


Theoretically this extrastatutory require- 
ment of “business purpose” should not be 
present if there is no reorganization. If 
corporation A, conducting one business and 
owning all the stock of corporation B con- 
ducting another business, distributes all of 
the stock of corporation B to its share- 
holders pursuant to Section 355, there has 
been no@eorganization. However, the pro- 
posed regulations would nonetheless im- 
pose a test of “business purpose” for the 
transaction to qualify for nonrecognition 
of gain or loss.° 


Types of Divisions 
Whereas 


division 


only the “spin-off” type of 
specifically permitted under 
the old Code without recognition of gain 
or loss, the 1954 Code permits in addition 
the “split-up” and the “split-off.” 


A spin-off is the 


was 


situation in which a 
corporation transfers to its shareholders 
stock in a controlled corporation (either 
a corporation of long standing or one 
newly created in a reorganization) with 
both companies remaining in existence and 
actively conducting a trade or business and 
the stock of each being owned by the same 
shareholders immediately after the trans- 
action. For example: Corporation A, ac- 
tively conducting a business and owning 
control of corporation B, also actively 
conducting a business (such ownership 
being either of long standing or the result 
of a concurrent reorganization under Sec- 
tion 368(a)(1)(D)), distributes all of the 
stock of corporation B to its own share- 
holders, who then own the stock of both 
corporations. Without statutory exemption, 
the transaction would be taxed as a divi- 
dend distribution. 


It was this case—and this case only— 
that was covered by Section 112(b)(11) of 
the 1939 Code, and then only if there had 
been a reorganization and if the stock of 
the controlled company went to the share- 
holders in proportion to their holdings in 
the original company. The spin-off con- 
tinues to be tax free under the 1954 Code, 
with or without a reorganization or a 
pro-rata distribution. 


The split-off differs from the spin-off in 
that the shareholder turns in stock of the 
original corporation in exchange for stock 
of the controlled corporation. In the above 
example, the shareholders of corporation A 
would turn in some of their A stock when 
they receive stock of corporation B. In 
stead of being a distribution, the split-off is 
an exchange of stock for stock. 


Under the 1939 Code, if the controlled 
corporation had been formed in a Section 
112(2)(1)(D) reorganization and the ex- 
change of stock was made in connection 
with that reorganization, the literal language 
of Section 112(b)(3) provided that the gain 
or loss was not to be recognized to the 
shareholders on the exchange. Despite this 
literal language, there existed considerable 
doubt as to the tax-free character of a split 
off until the decision in Riddlesbarger v 
Commissioner * in 1952 upheld it over strong 
objection by the Commissioner, who was 


supported by the Tax Court. 


Section 355(a)(2)(B) makes clear that 
under the 1954 Code the surrender of stock 
in the distributing corporation in exchange 
for the stock of the controlled corporation 
has no bearing upon the taxability of the 
transaction. 


A split-up occurs when a corporation trans- 
fers all of its assets to two new corporations 
and then distributes their stock to its share- 
holders in complete liquidation. Corpora- 
tion A, actively conducting two businesses, 
transfers one to new corporation B and the 
other to new corporation C, the stock of 
both being distributed to A’s shareholders 
in complete liquidation of A. Again, the 
transaction was covered by the literal 
language of Sections 112(g)(1)(D) and 112 
(b)(3), and although the Senate Finance 
Committee report on the 1954 Code indi- 
cates that Congress thought this trans- 





*Sec. 368(a)(1)(D) specifically covers this 
transaction. 
’ Sec. 1.368-1(b) of the proposed regulations 


under Subchapter C makes it abundantly clear 
that none of the judicial rules of “‘business pur- 
pose,"" “‘continulty of interest,’’ etc., has been 
lost in the transition from the 1939 Code to 
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the 1954 Code. As will be seen, ‘‘continuity of 
interest’’ is not required in a Sec. 368(a)(1)(D) 
reorganization. 

* See the discussion at p. 929. 

752-2 uste { 9539, 200 F. (2d) 165 (CA-7), rev'g 
CCH Dec. 18,239, 16 TC 820 (1951). 
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action, like the split-off, was tax 


the question was never free 


free," 
from doubt, the 
specter of di tribution sub tantially equiva 
lent to a dividend” being 
Under the 1954 Code the 


the rank of the tax free. 


ever present. 


split-up 


In each of these permitted transactions, 
nonrecognition ot | 


pendent o! stock of the con- 


trolled corporation is distributed pro rata 
to shareholders of the distributing corpo 
ration. Both the finance committee report’ 
and the proposed regulations” recognize 
that this provision not only permits two 
businesses to be split into two corporations 
but also permits one shareholder (or group 
of shareholders) to take all the stock of 
one of the corporations, and the other 
sharelolder(s) to take all the stock ofthe 
other, thus splitting the businesses between 
the shareholders, all without recognition 


of gain 
there has been 


whether a 


To date 


official silence 
1 
as to t 


non-pro-rata distri 
might give rise to tax from 


ution 
effects other 
direction iw, lor example, the 
contains clements of gift or 


despite the 


transaction 
compensation, 
fact that gain from the dis- 


tribution or exchange itself is not recognized. 


Suppose that all the 
100 shares, of 


ducting 


outstanding stock, 


corporation A, actively con 


two busin 


es, is owned 99 shares 
by the father and one share by his son. 
If the father transfers some of his stock 


directly to the would 
almost certainly be taxable, either as a gift 


son, the transaction 


Or as payment ol 


corporation A 


Instead, 
business to 


compensation 


transfers one 


newly formed corporation B in exchange 
for all of corporation B’s stock, which is 
then distributed to the son in exchange 


for his one share of corporation A stock. 
The father then owns all the stock of 
corporation A and the son owns all the 
stock of corporation B, apparently without 
tax on the division. 


It does not seem likely that Section 355 
would thus permit accomplishment tax free 
through a divisive reorganization and a 
non-pro-rata distribution of stock of virtu- 
ally the same result that would have been 
subject to tax had it been done directly. 


In the similar situation of a transfer of 
property to a controlled corporation under 


Section 351 where the 1954 Code has 
eliminated the requirement that the stock 
be issucd in proportion to the interests in 
the property transferred, both the finance 
committee report” and the proposed regu- 
lations spect Hy p ovide that a non 
proportionate distribution will be taxcd in 
accordance with its true nature as a gift 
or as compensation. Lack of sir r la ge 
under Section 355 may be deliberate and 
indicate an intent not to tax a divisive 
reorganization in any respect. It is sug- 
gested, ho. ver, that the tuation | ld 
be approached with extreme caution, if at all 

It is interesting to note one transaction 
not included in any of the types of divisive 


reorganization which result in nonrecognition 


Oo! gain 


If corporation A, whose stock is wn 
equally by X and Y, is condi 
businesses, they can be split withgut recog- 
nition of gain with X taking 
by owning all of the stock of corporation 
A, and Y business by 
owning all of the stock of newly formed 
corporation B. However, if the two busi 


nesses are already in separate corporations, 


. icting two 


one business 


taking the other 


A and B, and X and Y each own one half 
of the stock of each corporation, there is 
no way for them to erd up each with all 


sto k of 


of the 
the recognition of gain 


one without 


A direct exchange 


corporation 


of stock is a taxable transaction. A merger 
of the two corporations followed by a 
divisive reorganization with no other pur- 


pose than to exchange the stocks tax free 
would doubtless be viewed by the Internal 
Revenue Service as a sham, with the same 
tax result as if a direct exchange had becn 
made.” Why the transaction should 
be permitted without recognition of gain and 


one 


the other should not is not completely clear 


Requirements 
for Divisive Reorganization 


For a divisive reoganization to carry with 
it the attributes of nonrecognition of gain, 
it must meet a number of requirements. 


Control.—The distribution must be of 
stock or securities of a corporation which 
the distributing corporation “controls” im- 
mediately before the distribution. “Con- 
trol” consists of ownership of 80 per cent 
of voting control plus 80 per cent of the 





*S. Rept. 1622, 83d Cong., 2d Sess., p. 266. 
Further references to this report will be 
designated simp'y ‘‘S. Rept.’’ 

*S. Rept., p. 267. 

” Sec. 1.355-3(a). 
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"4S. Rept., p. 264. 
% Sec. 1.351-1(b) (1). 
% Informal inquiry in the national office of 


the Internal Revenue Service on a specific situ- 
ation indicated this result. 
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total number of shares of nonvoting stock.” 
This requirement can be bothersome if not 
closely watched. 


For example, if corporation A is con- 
ducting an active business and owns 75 
per cent control of corporation BL, the stock 
of corporation B could not be distributed 
tax free. Neither could corporation A put 
the stock of B in newly formed corporation 
C and distribute the stock of C, because al- 
though A would have control of C, C would 
neither be in the active conduct of a trade 
or business nor have control of a corpo- 
ration so engaged. The problem could not 
be solved by corporation A acquiring the 
additional 5 per cent in a taxable trans- 
action if the distribution is desired within 
five years, since the acquisition within the 
five years in a taxable transaction will 
prevent qualification under the active busi- 
ness requirement. If the acquisition of the 
additional 5 per cent can be by way of 
reorganization—for example, in exchange 
for voting stock of A under Section 368 
(a)(1)(B)—the desired result might be 
accomplished.” 


Suppose corporation A is actively con- 
ducting two businesses, one of which it 
desires to put into a separate corporation in 
order to permit an outsider to invest as an 
equal owner. If it does not use a divisive 
reorganization and distribute the stock of 
the new corporation to its shareholders be 
fore the outsider invests and obtains 50 
per cent control, a divisive reorganization 
may never be possible. The problem is 
more acute if corporation A is not conduct- 
ing two businesses but merely desires to 
segregate part of its into the 
corporation with the outsider as 
owner 


assets new 
equal 
In that case, a divisive reorganiza- 
tion is not possible before the outsider 
invests because of the lack of five years’ 
conduct of a trade or business, and may 
not be possible after the outsider invests 
and the five-year period elapses because 
of lack of control. 


It may be possible to cure either situation 
by corporation A taking all the stock in the 
new corporation and giving the new in- 
vestor bonds convertible into stock after the 
expiration of something over five years, 
thus keeping control in corporation A until 
the divisive reorganization can be accomp- 


% Sec. 368(c). 

% Darrell, ‘‘Corporate Organizations and Re- 
organizations Under the Internal Revenue Code 
of 1954,"" 32 Taxes 1007 (December, 1954), at 
p. 1016. 

“ See discussion at p. 929. 
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lished. Nothing in the Code, committce 
reports or proposed regulations would seem 
to directly prevent such a result; however, 
considerable leeway is given the Commis- 
sioner in the requirement that the transac- 
tion be not principally a device for the dis- 
tribution of earnings and profits.” There 
is also the problem of whether such an 
arrangement would be acceptable to the 
parties from a business standpoint. 


Distribution to shareholders or security 
holders.—The distribution may be only of 
stock or securities, or both, of the con- 
trolled corporation. If any other property 
(including money) is distributed, the non- 
recognition-of-gain feature is lost; Section 
355 no longer applies; and gain is taxed 
under Section 356 to the extent of the value 
of the other property.” 

Distributions are treated differently de- 
pending upon whether they are made to 
shareholders or to security holders of the 
distributing corporation and also depend- 
ing upon whether the distribution is of 


stock or of securities of the controlled 
corporation. 


Distributions to shareholders may be “with 
respect” to the stock of the distributing 
corporation. Distributions to security holders, 
however, must be “in exchange” for secu- 
rities of the distributing corporation.” 


Although the requirement seems simple 
enough, and the proposed regulations give 
it only a cursory comment in passing,” it 
poses a trap for the unwary. 

Suppose corporation A, conducting two 
businesses, has outstanding $100,000 par 
value of stock, all owned by X, and $100,000 
face amount of securities, all owned by Y. 
In a reorganization and spin-off, it puts one 
business into corporation B in exchange for 
$150,000 par value stock of B and $150,000 
face amount of securities of B. 


Some or all of the stock of corporation B 
can be distributed to X, the shareholder, 
without the recognition of gain whether or 
not X surrenders stock of A.” However, 
none of the securities of B can be dis- 
tributed to X without recognition of gain, 
whether or not X surrenders stock, Section 
355(a)(1) being specifically inapplicable in 
the case of a distribution of securities with- 





out the surrender of securities.” In such 
17 See discussion at p. 933. 
® Sec, 355(a)(1)(A)(i) and (il). 
” Sec. 1.355-2(e) (2). 
*” Sec, 355(a)(2)(B). 
™ Sec, 355(a)(3)(B). 
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a case the securities distributed are treated 
as “other property,” and the transaction is 


taxed under the “boot” provisions of Sec- 
tion 356.” 

As to Y, the security holder, the rules 
are not quite so clear. He may receive 


stock or securities of B without recognition 
of gain only “in securities 
of A, and he must thus surrender some of 
securities. But how much of the 
securities must be surrendered? 

lf Y 


gam or 


” ¢£ 
exchange” for 
those 
receives securities of corporation B, 


will not be 
exchange 


loss recognized if he 
securities of A of 
greater principal amount than 
the principal amount of those received, irre- 
spective of relative fair market 
the principal amount of the 
ceived is greater than the principal amount 
of the securities surrendered, the fair market 
value of the excess is “other property,” and 
the transaction 
tion 356, 


If Y received stock of corporation B, the 
proposed regulations provide that neither 
the par value of the stock received nor the 
principal amount of the securities surren- 
dered is important; and if Y gets all the 
stock of B, par value $150,000, in exchange 
for all the securities of A, principal amount 
$100,000, no gain or loss would be recognized.” 


surrenders in 


an equal or 


values. If 


securities re 


is again taxed under Sec 


But what of the situation where Y re- 
ceives all of the stock of B and surrenders 
only part of the securities of A, perhaps 
even as little as $1 principal amount? There 
has been the necessary exchange of secu- 
rities in the distributing corporation for 
stock of the controlled corporation. Nothing 
in the Code nor committee reports requires 
an exchange of all the securities of the 
distributing corporation, and the above ex- 
ample is the only reference to the question 
in the proposed regulations. If surrender of 
less than all is sufficient, then surrender of 
the smallest denomination should suffice. 
Actually there is no reason to require the 
surrender of any securities in exchange for 
stock 


Although cogent reasons may exist for 
limiting the receipt of securities in a greater 
amount than those previously held, or for 
prohibiting the tax-free conversion of a 
proprietary interest into a creditor interest,” 
similar reasons do not exist for exchanging 


part or all of a creditor interest for a pro- 
prietary interest, and it has long been per- 
mitted.” It is submitted that the exchange 
requirement was intended to apply only to 
the receipt of securities, but the Code does 
not so read. The surrender of some amount 
of securities is necessary. It is hoped that 
the final regulations will clarify this point. 


If stock is received by a security holder 
without the surrender of some securities, 
the transaction would not come within the 
provisions of Section 355 and, therefore, 
would not come within the “boot” provi- 
sions of Section 356 either. The fair market 
value of the stock received would probably 
be treated as ordinary income. 


Distribution of stock and securities.—As 
already noted, if a divisive reorganization 
is to be without recognition of gain or loss, 
the distributing corporation may distribute 
only stock and securities of the controlled 
corporation. 
erty will 


A distribution of other prop- 


result in recognition of gain or 


loss but only to the extent of other property. 

Conversely, the distributing corporation 
must either distribute all of the stock and 
securities of the controlled corporation or 
distribute at sufficient stock to con- 
stitute control and convince the “Secretary 
that the retention of the 
balance of the stock and the securities was 
not part of a plan having tax avoidance as 
one of its principal purposes. 


least 


or his delegate” 


The proposed regulations serve notice, if 
any is needed, that neither the Secretary 
nor his delegate will be gullible in this 
respect, and they provide in advance that 
the “business reason” which will support 
a divisive reorganization in the first place 
will usually require distribution of all of 
the stock and securities. 

This requirement 
complete 


for complete or near 
distribution of both stock and 
securities should be kept in mind whenever 
a corporation forms a subsidiary, even though 
a divisive reorganization is not then con- 
templated. 


If a subsidiary is formed and issues secu- 
rities as well as stock, a later attempt at 
a divisive reorganization may not qualify 
at all unless the securities are distributed, 
but such a distribution of securities may 
result in ordinary income to the stock- 
holders of the. distributing corporation if 





2 See discussion at p. 933. 
* Sec. 1.355-2(e) (2). 

™ Bazley v. Commissioner and Adams v. Com- 
missioner, 47-1 ustc { 9288, 331 U. S. 737; prior 
opinion amended, 47-2 ustc { 9373. 
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% Commissioner v. Capento Securities Cor- 
poration, 44-1 wusre {§ 9170, 140 F. (2d) 382 
(CCA-1). 
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they do not have securities to surrender in 
exchange.” Frequently, of course, the sub- 
sidiary will be able to redeem the securities 
and perhaps avoid the problem, but this 
may result in taxable gain to the parent 
corporation if the securities had originally 
been issued for appreciated property. 


An important change from the 1939 Code 
has been made as regards the type of stock 
that may be used in a divisive reorganiza- 
tion. Under old Section 112(b)(11), pre- 
ferred stock was expressly excluded from 
the permissible distribution in a_ spin-off. 
Under the 1954 Code, preferred as well as 
common stock is a permissible distribution. 
However, preferred stock may be 
Section stock with the dire results 
that section upon a later sale 
or redemption (except in liquidation) of 
that stock, 


such 
306 
imposed by 


Distribution of earnings and profits.—Al- 
though most of the requirements for a 
reorganization under the 
1954 Code contain a certain degree of ob- 
jective standard by which to measure a 
particular transaction, the Code also con- 
tains a purely subjective requirement brought 
over from the 1939 Code. Thus, a divisive 
reorganization may not be used principally 
as a device for the distribution of the earnings 


tax-free divisive 


and profits of either the distributing or con- 
trolled corporations. 

Except in the case where neither corpo- 
ration has earnings and profits, this require- 
ment obviously provides the Commissioner a 
great deal of latitude in which to exercise 
Although the provision that 
a sale of the stock of one of the corpora- 
tions by the distributees in and of itself is 
not to be construed as meaning that the 
transaction is principally such a 
the unbridled use of that 
to some extent, it, too, is subject to 


his discretion 


device 
discretion 
the 
Commissioner’s discretion as to whether the 
sale was pursuant to an arrangement either 
agreed upon prior to the 


limits 


negotiated or 
distribution 


It is in connection with this requirement 
that the transaction not be a device for the 
distribution of earnings and profits that the 
Commissioner, in the proposed regulations, 
has imposed the requirement of “business 
purpose.” ™ While business purpose has 
long been a necessity in connection with 


7 Sec, 1.355-2(c). 
* Gregory v. Helvering, 35-1 
U. S. 465. 


{ 9043, 293 
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a corporate reorganization ™ and could logi- 
cally be expected to continue to be required 
if a spin-off is part of a reorganization, the 
proposed regulations now seek to impose it 
aS a requirement even in 
reorganization. The 
“germane to the business of 
tions,” and Section 
tributions and exchanges 


the absence of a 
transaction must be 
the corpora- 
limited to 
‘incident to such 
readjustments of corporate structure as is 


355 is dis- 


required by business exigencies and which, 
in general, effect only a readjustment of 
continuing interests in property under modi- 
fied corporate forms.” Thus, not only do 
the proposed regulations require a business 
purpose, but it seems that that purpose must 
be a corporate, not a stockholder, business 
purpose, a contention often advanced by the 
Commissioner under the 1939 Code but 
not always accepted by the courts,” 


In addition to the gratuitous imposition 
of a “business purpose” test, it is submitted 
that in another, but related, respect the 
proposed regulations go beyond a legitimate 
interpretation or even extension of the Code. 


The Code attempts to give taxpayers a 
certain amount of freedom of action without 
running afoul of this requirement by pro- 
viding what is almost a presumption that 
the sale of stock of one of the corporations 
after the distribution shall not in itself be 
construed to mean that the transaction has 
been used principally as a device to dis- 
tribute earnings. It further provides that 
this neo-presumption is not available if the 
sale were negotiated or agreed upon prior 
to the distribution. 


It would seem that a proper interpreta- 
tion of these provisions would be that in 
such a case of prior arrangement, the sell- 
ing stockholder has merely lost the benefit 
of the “presumption”; and all of the sur- 
rounding circumstances should then be ex- 
amined to determine if the transaction were 
used principally as a device for the pro- 
hibited purpose 


The proposed regulations are not content 
with merely denying to the taxpayer the 
favored status otherwise conferred; they 
seek to convert that denial into a conclusive 
presumption against him. This is accom- 
plished by providing that if a sale were 
negotiated or agreed upon prior to the dis- 
tribution, it “will be sufficient evidence that 


* Survaunt v. Commissioner, 47-2 ustc 7 9344, 
162 F. (2d) 753 (CCA-8): ef. Heady v. Commis- 
sioner, 47-1 ustc § 9295, 162 F. (2d) 699 (CCA-7). 
See, also, Spear, ‘‘Corporate Business Purpose 
in Reorganization," 3 Tax Law Review 225 
(1947-1948). 
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the transaction was used principally as a 
device for the distribution of the earnings 
and profits.” 


Even aside from the question of the regu- 
lations unwarrantedly going beyond the 
Code, it is difficult to understand why there 
should be such concern in either the Code 
or the regulations over the sale of the stock 
of one of the corporations (whether or not 
negotiated prior to the distribution) or why 
the regulations should require a continuity 
of interest in the corporations. 


As will be seen later, if a corporation is 
engaged in separate businesses sufficiently 
to support a spin-off, then a distribution by 
it of the one of those businesses 
to its stockholders will qualify as a partial 


assets ol 


liquidation resulting in capital gain to the 
shareholders.” Nothing in the partial liqui- 
dation provisions of the Code or the pro- 
posed regulations would prohibit immediate 


T 
sale of these assets. In 


either this trans- 
a spin-off and sale of stock the 
stockholder will incur only one capital gain 


tax. Inasmuch 


action ofr 


as essentially the same re- 


sult can be accomplished in 


this manner 
with capital gain treatment, no logical rea- 
son appears for denying capital gain treat- 
ment if a spin-off is followed by a sale of 
stock even though agreed to prior to the 
spin-off 


Active conduct of trade or business.—To 
have a tax-free spin-off under the 1939 
Code, it was necessary that all corporations 
involved in the 
continue the 


reorganization intend “to 


active conduct trade or 
reorganization.” The 
trade or business status prior to the spin-off 


was unimportant. 


of a 
business after such 
Any assets could be put 
into the new corporation whose stock was 
distributed as long as 
intended to be 
spin-off. 


businesses 
after the 


active 


were conducted 


The “active business” requirement in the 
1954 Code has two major changes. First, 
the requirement of “intent” to continue a 
business is removed in favor of 
actual engagement in a trade or 
business immediately after the transaction. 
Second, the determination of existence of a 
trade or business depends solely upon the 
situation existing for the five im- 
mediately preceding the spin-off. 


trade or 
a test of 


years 


If, immediately before the distribution, 
the distributing corporation was a holding 
company having no assets except stock and 
securities in the controlled corporations, 


* See discussion at p. 934. 


930 December, 


1955 °@ 


then immediately after the distribution all 
of the controlled corporations must be engaged 
in the active conduct of a trade or business. 


If the distributing corporation is more 
than a holding company, that is, has operat 
ing assets, then immediately after the dis- 
tribution the distributing corporation and 
each of the corporations wliose stock is 
distributed must be in the active conduct 
of a trade or business. 


These two provisions, coupled with the 
provision that a corporation is engaged in 
the active conduct of a trade or business if 
substantially all of its assets consist of 
stock and f corporation so 
engaged, cover just about all variations of 
divisive reorganizations. 
A, conducting 


Securities of a 


Thus, corporation 
and 
wise qualifying, can divide them by putting 
one into new corporation B and distributing 
its stock, or by putting one into corporation 
B and the other into corporation C and 
then distributing the stock of either or both 
of the new corporations. 


two businesses other- 


Left unanswered are the questions of how 
long the resulting corporations must con 
tinue their business and why 
continue them at all. If the 
want to cease carrying On one or more of 
the businesses, this can be accomplished 
through a partial liquidation instead of a 
divisive reorganization. 


they must 


stoc kholdes s 


All businesses which are separated must 
have been actively conducted for a period 
of at least five years prior to the distribu 
tion and either have 


must been so con- 
ducted during that entire period by the 


very corporation involved in the transac- 
tion, or must have been acquired by one of 
them during that five-year 
wholly tax-free transaction. 


period in a 


Thus, corporation A, operating one busi- 
ness and having substantial unused cash, 
cannot acquire a business for that cash by 
buying either assets or stock of another 
corporation, whether directly or through a 
wholly owned subsidiary, and expect to 
distribute the acquired business tax free 
within five years. However, it or its sub- 
sidiary could acquire those assets or stock 
in a wholly tax-free transaction, for ex- 
ample, a statutory merger, or a stock-for- 
stock or stock-for-assets transaction under 
Section 368(a)(1)(A), (B) or (C), and have 
a tax-free division within five years of the 
acquisition providing all the other qualifica- 
tions are met.“ This does not mean that 


™ Sec. 355(b) (2)(C) and (D); proposed regu- 
lations, Sec. 1.355-4(b) (1). 
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a statutory merger, for example, following 


a cash purchase 


removes the onus of thie 
‘I hus, corporat on \ 
acquire the stock of corporation 


' 
B for cash and within five years have a statu 


acquisition, 


could not 


tory merger and then a tax-free division 


Apparently 


a tax-free division is not 
possible if the active business was acquire 
by anybody in any taxable transaction with 
in the five-year period preceding the dis 
tribution, even by a corporation a stranger 
to the distributing corporation. 

I r imple co ration \, the a 
ributing corporat in 1955 was the su 
vi corporatie 1 a statutory merge: 
with corporation B, a complete strange 
In 1957 corporation A puts the assets a 
quired in the m« into newly formed 
corp ition C and distributes the stock olf 
corporation C to its shareholders. ( orpora 
tion B had been formed in 1953 for cash 
and had used that cash to buy the stock ol 
corporation xX in a taxable transaction 
Co poration X had been merged into cor 
poration B in 1954. ‘J _ the business being 
cond cted by cory] ration C had been ac 
quired by each of corporations C, A and B 
in transactions in which gain or loss had 


not been recognized in whole or in part 


However, control of corporation X, which 


was conducting the business when corpora- 
tion B acquired that control, was acquired 


in a taxable within the five- 


year period; thus, corporation C, the “‘spin- 
off” company 


transaction 


is not considered engaged in 


the active conduct of a trade or business. 


If corporation B had acquired the stock 
corporation X directly for its 
own stock at any time from 1953 to the date 
of the division, the division would have been 
tax free, the period during which corpora- 
tion X had conducted the business being 
included in determining the five-year period.* 


or assets ol 


In order to prevent abuse of the divisive 
reorganization provisions and guard against 
their use as a means of distributing earn- 
ings and profits, it may be necessary to de- 
prive the transaction of its tax-free character 
if the distributing corporation acquires the 
active business directly or through its own 
controlled corporations in a taxable trans- 
action. However, it is difficult to under- 
stand why that treatment is necessary 


because of the intervention of a taxable 


= Proposed regulations, Sec. 1.355-4(b) (2). 

*S. Rept., p. 268 

% Statement accompanying conference commit- 
tee report, H. Rept. 2543, 83d Cong., 2d Sess., 
p. 38. 
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transaction by a stranger in the chain of 
acquisition if the distributing corporation 
acquires the business in a tax-free transaction 


Assuming the proper acquisition and ex 


istence of an active business for the neces 
sary length of time, considerable question 


exists as to the 


missible 


and extent of 


manner per 


changes in that business during the 


five-year p< riod 
a he Cod 


busine ss be 


seems to require that the same 
conducted during 
; However, the rence committce 
report states that it is the understanding of 
part of the 
during the five-year 


the entire five 
years con 
the managers on thx 
that period - 
such as adding new or dropping old prod- 
ucts, 


House 
changes 
changes in production 
—-are permissible provided 


capacity, etc 
they are not ol 
such a character as to constitute the acqui- 
sition of a new or different business.” Sub 
stantially the same language appears in the 
proposed regulations.” Thus, even though 
it seems clear that some charge is allowed, 
the degree and character of ‘change is very 
much open to and will without 
doubt provide a fertile field for controversy 


question 


An even greater controversy will prob 
ably revolve around the question of what 
constitutes the “active conduct of a 
or business.” The Code itself makes no 
attempt to define the phrase despite the 
number of times it is used.” None of the 
committee reports provides any help. 


trade 


However, we are not without authority 


The books are full of cases dealing with the 


*® Sec. 1.355-4(b) (3). 

* Similarly, the phrase was not defined in the 
1939 Code despite its frequent use and has been 
the subject of frequent litigation 


931 


question of whether a 


is engaged 
business in connection with ex 


taxpayer 
in trade o1 
bad debts, determination of 


penses, losses, 
adjusted gross income, capital assets and 
assets to be c apital 


And there are almost as many definitions as 


treated as assets.” 


their are cases 


In addition, in the proposed regulations 
added his own 
definition and nine specific examples to aid 
in its interpretation.” To some extent the 
seems with 


regu 


the Commissioner has 


now 


definition 
with the 
lations provide 


general 


itself 


inconsistent 


and examples. The 


a trade or business consists of a 


specih being 
individual 
for the purpose of earning income or profit 
only those Such 
activities include 
the collection of 


existing activities 


group of 
carried on by a corporation or 
activities 
must 
income and the 


trom specin 


group of ordinarily 


payment 
” 


or expenses 


With the relatively minor complaint against 


the use of the word “only,” there can be 
little quarrel with the quoted portion of the 
definition. The objection to the word “only” 
tends to make the defini 


tion imply that the taxpayer’s purpose must 


arises because it 
be to earn income from just one group of 
This, of 
because if it 


cannot be the 
were, it would be 
engaged 


activities course, 
meaning, 
impossible for a taxpayer to be 


in two or more businesses 


The definition goes on to eliminate three 
areas of activity which will not constitute 


a trade or business 


The first one is the holding for 
only of stock, 
Why this activity 
general definition 
is not altogether clear, particularly if the 
stock or income, 
unless it is that there is not a sufficiently 


invest 


ment 


purposes securities, 


land or other property 


does not fall within the 
securities are producing 
high level of activity. Certainly if the land 
is producing rental income, that would con- 
stitute a trade or Whatever the 
merits of the investment ac- 
from the category of trade or busi- 
exclusion has the support of the 


business.” 
exclusion of 
tivity 
ness, the 
Supreme Court.” 


The second area of exclusion is the owner- 
ship and operation of land and buildings 
all, or substantially all, of 
and occupied by the owner in the operation 
of a trade or business. Thus, Example (2) 


which are used 


165, 166, 62, 1221 and 1231 
regulations, Sec. 1.355-1(c) 


* Secs. 162, 

*" Proposed 
<d) 

*See Example 
at footnote 38 
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and 


(6). in the regulations cited 


December, 


1955 ° 


provides that if a hat manufacturer occupies 
its own factory building, the manufacture 
of hats is a business but the operation of 
the factory building is not. Conversely, Ex 
ample (3) deals with the situation of a 
bank which owns an 11-story building, four 
stories of which are occupied by the bank 
and the other seven are rented. In that 
both the banking function and the 
rental function are separate businesses. What 
if the bank occupied seven floors and only 
rented four? What if the ratio 
to three, or even ten 
of the dividing line in 
mains to be 
that the 


as noted 


case 


were eight 
to one? The location 
such a situation re 
determined. It 


importance of the 


may be here 
word “only,” 
becomes apparent; how- 
ever, it should be noted that the word is the 
Commissioner’s and not that of 
or, as yet, of the courts. It should also be 
noted that the situation of the hat 
facturer is not hopeless. 
it could put 
and after 


above, 
Congress 


manu 
It would seem that 
into a subsidiary 
renting it, spin off 


the stock of the subsidiary. 


The exclusion 
tivities which in themselves do not produce 


its building 


five years of 


third area of involves a¢ 
profit although part of the business operated 
for profit, but which would produce profit 
if combined with other activities. Examples 
of activities in this area might be mineral 
rights in farm land or a research laboratory 


conducted as part of a manufacturing concern 


In contrast to the strictness of the above, 


other examples are surprisingly liberal 


For example, the conduct of a wholesale 


and retail business from the same establish- 


businesses. The 


ment is considered two 
conduct of the same business from plants in 
two different states is considered two busi 
How locations may 
be to each other and retain the dual busi- 


ness 


nesses. close the two 


remains to be deter 


examples 


characteristic 
two 
possible 


mined These 


number of 


suggest a 


divisions based upon 


function or location. 


The fact in 
every instance, and ultimately each case will 
There 
many there are fact 
situations, and nothing can be gained here 
by attempting a detailed study of different 
tact situations 


issue is, of course, one of 
have to be decided on its own merits. 


may be as rules as 


Ifa 


con- 


One further point should be noted. 


corporation is engaged in the active 


” Higgins v. Commissioner, 41-1 ust: 
312 U. S. 212. See, however, Snyder 1 
sioner, 35-1 ustc 1 9344, 295 U. S. 134 


{ 9233, 
Commis- 
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duct of two businesses which it desires to 
split, a third group of assets which in them- 
selves do not constitute a trade or business 
can be associated with either of the active 
businesses.” 


““Boot"’ Distributions 


As in most 
distribution of 


tax-free reorganizations, the 
“other prope rty” does not 
necessarily destroy the tax-free effect of the 
distribution of permitted 

In the 
however, 


assets. 

case of divisive reorganizations, 
“other property” includes more 
than the usual cash or other normal assets 
of the distributing corporation. It 
any stock of the controlled corpo 
which the distributing corporation 
acquired in a taxable transaction 
five years of the distribution.” 

corporation A has owned 80 per 
the stock of corporation B for 
five and then for 
other 20 per cent and immediately dis- 
tributes 100 per cent of the stock to its 
own stockholders, the transaction will qualify 
as a spin-off (assuming the other require- 
ments are met) as to the 80 per cent, but 
the 20 per cent will be “boot.” 


also in- 
' 
< lude Ss 


ration 


within 
Thus, if 

cent ol 
more than 
acquires the 


years cash 


In the event securities are distributed in 
a face amount greater than the face amount 
of those surrendered, the fair market value 


of the excess is also “boot.” @ 


If boot is received in an exchange, that is, 
a split-off or split-up where stock is sur- 
rendered for stock received, any gain on 
the transaction will be recognized to the 
extent of the boot, and if the distribution 
of boot has the effect of a distribution of a 
taxable dividend, then so much of the gain 
not in excess of the distributee’s ratable 
share of earnings and profits is treated as 
a dividend, the balance being treated as gain 
from the exchange of property. 


If boot is received in a distribution, that is, 
a spin-off where nothing is surrendered, 
then the entire amount of boot is treated as 
a distribution under Section 301. Inasmuch 
as nothing is given in exchange, the entire 
boot is gain and to this extent treatment 
is the same as in the exchange. However, 
in this case the amount which is treated as 
a dividend is measured by the entire earn- 
ings and profits of the distributing corpora- 
tion without limitation to the 
pro-rata share. 


distributee’s 





“ This result was recently approved by the 
Internal Revenue Service in an informal ruling 

#2 Sec. 355(a) (3). 

* Sec. 356(d)(2)(C). 
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Effect on Corporations 


There are no tax effects to the distribut- 
ing corporation as the result of 
reorganization, because 
specifically not 


a divisive 
gain or 
recognized.“ However, the 
earnings and profits of the distributing cor 

poration must be properly allocated between 
it and the controlled 
vided by regulation.” 


loss is 


corporation as pro 

The proposed regulations provide that if 
the divisive reorganization is preceded by 
a transfer of 
m s 


assets to a new corporation 

368(a)(1)(D)_ transaction, 
generally the earnings and profits of the 
distributing 
between the two corporations in 
tion to the fair market 
involved.” 


Section 


allocated 

propor 
value of the busi 
Use of the fair market 
value of the businesses in this allocation in 
volves concepts different than those which 
would be involved in the use of the fair 
market value of the assets and may result 
in a wholly different allocation. No pro 
vision is made in the proposed regulations 
for the effect on the allocation if either 
corporation owns investment assets which 
produce income but which are not in and 
of themsleves a 
essential part of 
involved. 


corporation shall be 


nesses 


business and are not an 
either of the businesses 

An alternative method of allocation based 
upon the “net basis” of the assets trans 
ferred and retained is permitted “in a proper 
case.” No hint is given as to what consti 
tutes a “proper case,” although this 


may 
cover the investment asset problern. 


A third method of allocation which would 
divide earnings and profits on the basis of 
actual earnings and profits of the two busi 
nesses should be permissible in any case 
where the books have been kept in such 
a manner as to show or to permit the 
determination of the actual amounts. 


If the divisive reorganization is not pre- 
ceded by a Section 368(a)(1)(D) trans 
action, the earnings and profits of the 
distributing corporation are to be decreased 
by the same amount as they would have 
been had the stock of the controlled corpo 
ration itself been put in a new corporation 
in a Section 368(a)(1)(D) transaction fol- 
lowed by an immediate distribution of the 
stock of the new corporation. 

Presumably the 
will be 


amount of the 
determined on the 


decrease 
same basis of 
* Sec. 311. 

* Sec. 312(i). 

* Sec. 1.312-10(a) 





of businesses, or 
ference to the net 
this 


transferred n 


and assets retained. 


CORPORATE CONTRACTIONS 
1954 Code 


is not subst 


+s 
dehinition 


ntially 
age of Sections 
the 1939 Code 


and stated in a posi- 


than a negative manner, Section 


a partial liquidation as either 


bution which is one of a series 


! 


redemption of all of the stock of a corpo 


ration, pursuant to a plan, or (2) a dis- 


tribution which is not essentially equivalent 
to a dividend, f 


the stock of the corporation, is pursuant to 


is in redemption of part of 


within the 
of adoption of the plan or 
taxable year 


No clear-cut 


two new 


a plan, and occurs taxable year 


the succeeding 


reason is apparent for the 
the need for a plan 
and the necessity of completing the distri- 


bution before the 


requirements 


close of the taxable year 
following the adoption of the plan. Neither 
should prove onerous and, in 
fact, should alert taxpayers and their counsel 
by requiring a program that 
well-informed 


requirement 


cautious and 
followed for 
some time when the benefits of a partial 
liquidation were sought 


Neither the 1954 Code alter the 
effect of a distribution in partial liquidation. 
No gain or is recognized to the 


distributing corporation except in the event 
that it distributes installment obligations, 


counsel have 


does 


loss 


" Sec, 336 

“ Sec. 331 

“S. Rept., p. 263 

“Summary of the New Provisions of the In- 
ternal Revenue Code of 1954, Prepared by the 
Staff of the Joint Committee on Internal Reve- 
nue Taxation, February 1955, p. 37. Despite 


934 December, 


the certainty of the joint committee staff that 


1955 °@ 


in which 
in Section 


case the result is as prescribed 
453(d)."% Section 312(e) rather 
cryptically adds 1@ new provision thi 

to the extent that the distribution is charge- 


| 
ble to the 


S « eae eseatl @ 
) capital account, it will not re 


a iuce 


ngs and pronts ai 


sactiol 


the 


and 


Importance of Partial Liquidation 


A distribution by a « 
connection with a reorgani: 
governed either by the 
(Sections 301 
distributiot 
Part 
with distributions in liquidation 
and the effect on the 


materially different 


318), dealing w 
gem rally, OI by 


Il (Sections 331-346), de 


shareholder 


A distribution not in redemption of stock 
must Past I. Ad 
in which shareholder surrenders 


W ithin 
the 


come stribution 
stock 
may come within either Part I or Part II 
The must be governed by the 
general rules of Part I unless it is a liqui 
dation, in which event apparently none of 
the rules of Part I is applicable.” Further 
if a distribution in redemption of stock 
could come within either Section 302(a) or 


346, only Section 346 will be applicable.” 


distribution 


The problems attendant upon a distribu 
tion in redemption of stock under Section 
302(a) have been fully and ably covered 
in the prior discussion. If the distribution 
in redemption qualifies as a partial liqui 
dation, those problems are eliminated. 


The complicated and confusing construc- 
tive ownership rules of Section 318 are 
not expressly made applicable to a partial 
liquidation, and thus they 
considered. 


need not be 


none of the provisions of Part I applies to a 
distribution in liquidation, the Code itself, in 
Sec. 331(b), specifically excludes only Sec. 301 


"Sec. 346(c); proposed regulations, Sec 
1.346-2 


TAXES —The Tax Magazine 





None of the technical and mechanical 
requirements to capital gain treatment pro- 
vided in Section 302 need be met if the 
distribution is in partial liquidation, and 
there is no restriction upon a reacquisition 
of an interest in the corporation by the 
stockholder whose stock is redeemed. 


Capital gain treatment upon redemption 
from an estate is not dependent upon values 
or percentages if the redemption is in 
partial liquidation. 

The possible dividend treatment provided 
in Section 306 has no application even to 
a redemption of “Section 306 stock” if 
the redemption is in partial liquidation. 


Thus, even though a distribution in re- 
demption of stock under Séction 302 will 
result in the same capital; gain or loss 
treatment as will a redemption in partial 
liquidation and, if the mechanical require- 
ments are present, may be easier to qualify 
under Section 302 than under Sections 331 
and 346, other advantages of a partial 
liquidation should not be overlooked. 


What Is Partial Liquidation? 


One of the most difficult problems under 
the Code is the ‘determination of whether 
a particular distribution in redemption of 
stock will qualify as a partial liquidation 


Under the 1939 Code, although contrac- 
tion of was the basis 
for many distributions which qualified as 
partial liquidations,” it was by no means 
the only basis. Some other stock redemp- 
tions that qualified were the redemption of 
all the stock of a shzreholder (even though 
his spouse continued to hold an interest); 
an acquisition of stock to make it available 
for purchase by employees;™ 
of a substantial 


stock of a 


corporate business 


the purchase 
part, but not all, of the 
particular shareholder;™ and 
others, depending in every case upon the 
particular circumstances. 


Under the 1954 Code it may well develop 
that the only distribution in redemption 
of stock that will qualify as a partial liqui- 
dation is one resulting from a true corpo- 
rate contraction. The language of Section 
346 would not require such a result. That 
langwage, in substance, is no different from 
the provisions of the 1939 Code under 
which noncontraction redemptions were held 


2 See Joseph Imler, CCH Dec. 16,691, 11 TC 
836 (1348). 

8 Regs. 118, Sec. 39.115(g)-1(a)(2). 

“ Commissioner v. Snite, 49-2 ust 
F. (2d) 819 (CA-7). 


1 9470, 177 


Federal Tax Conference 


to be partial liquidations. And although the 
one transaction defined in Section 346 as 
a partial liquidation is a corporate con- 
traction, the section specifically provides 
that partial liquidations are not limited to 
that type of transaction. 

However, other provisions (some within 
and some without the Code itself) seem to 
point in the direction of limiting partial 
liquidations to genuine corporate contractions. 

Many of the other transactions that 
would have been partial liquidations under 
the 1939 Code are now specifically provided 
for by other sections of the Code in Part I. 

Thus, the complete termination of a share 
holder’s interest is covered by Section 302 
(b)(3), even though. other family mem- 
bers continue to own stock. An acquisition 
of a substantial portion, but not all, of a 
stockholder’s interest is also provided for 
in Section 302(b)(2). 

These specific rules were intended to 
eliminate the factual inquiry always at- 
tendant upon the determination of partial 
liquidation and give certain 
automatic capital gain treatment if thie 
mechanical requirements were met.” To 
this the provisions are relief pro- 
visions, and it can be argued that they were 
intended to supplement, not replace, Section 
346. This argument is bolstered by the 
presence of Section 302(b)(1), with its gen- 
eral language covering any distribution not 
substantially equivalent to a dividend, in- 
serted—according to the finance committee 
report—because the mechanical rules “ap- 
peared unnecessarily restrictive.” ” 


redemptions 


extent 


This argument may, however, prove too 
much. There seems to be little point in 
inserting in Section 302 the general pro- 
vision dealing with a “redemption [which] 
is not essentially equivalent to a dividend” 
if it was intended that Section 346, with 
its identical language, should govern. This 
double use of the phrase lends credence to 
the statement at page 38 in the joint com- 
mittee summary that Section 302 is con- 
cerned with the result of the distribution at 
the shareholder level, while “the character- 
ization of distributions because of what 
happens at the corporate level involves the 
concept of a partial (or complete) liquidation.” 

The strongest argument for the corporate 
contraction theory as the exclusive basis 
for partial liquidations will be found in the 


*% Rosemary OC. Weir 

19,068(M), 11 TCM 662 
“S. Rept., pp. 44-45. 
"S. Rept,, p. 44 


Trust, 
(1952). 


CCH Dee. 





history of the 1954 Code and in the 


Congessional reports accompanying it. 


Thus, in Section 336(a) of the House of 
Representatives’ version of the 1954 Code 
(H. R. 8300), partial liquidation related 
solely to termination of a separate business 
of the corporation. Although the Code as 
enacted is not that restrictive, the finance 
committee report makes it abundantly clear 
that, primarily, the definition of partial 
liquidation involves the concept of corporate 
contraction.” 


Although use of the word “primarily” at 
least infers the intent for a secondary 
concept, the report very studiously refrains 
from any indication of what it might be 
With this lead the proposed regulations 
similarly confine themselves to “a distribu 
tion resulting from a 
contraction,” 


genuine corporate 
using as an example the dis 
tribution of unused fire insurance proceeds 
received as the result of a fire which 
destroyed part of the business causing a 
cessation of part of the corporate activities 


It is submitted that despite the validity of 
the arguments to the contrary, partial liqui 
dations will, rightly or wrongly, come to be 
limited to distributions resulting from corpo 


rate contractions. 


Terminations of Business 


Although it seems clear that a distribu 
tion in redemption of stock as the result 
of a contraction of corporate business has 
a reasonably good chance of qualifying as 
a partial liquidation, there remains 
siderable area of doubt surrounding the 
question of what constitutes a contraction 
of corporate business. 


con 


Section 346(b) of the Code describes one 
kind of distribution which will automatically 
qualify as a partial liquidation, Even within 
this particular area, however, a number of 
questions remain to be answered, unfortu- 
nately without much help, and perhaps 
even with some hindrance, from the proposed 


regulations 


If a corporation distributes assets or the 


proceeds of disposition of assets of a trade 
or business which was actively conducted 
for a period of five years immediately pre- 
ceding the distribution, and immediately 
after the distribution the corporation is 
actively engaged in the conduct of another 
trade or business which had also been 
conducted throughout the five-year period 
immediately preceding the distribution, and 


*S. Rept., pp. 49 and 262. 
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December, 1955 @ 


neither business had been acquired by the 
corporation within the five-year period in 
a taxable transaction, the distribution is 
in partial liquidation. 


Despite the similarity of language and 
concept of this provision with the active 
conduct of a trade or business provision 
in Section 355 relating to divisive reorgani- 
zations, there is no cross-reference between 
the two provisions in the Code, the Com- 
mittee reports or the joint staff summary. 
Section 1.346-1(c)(2) of the proposed regu- 
lations does provide: “The term ‘active 
conduct of a trade or business’ shall have 
the same meaning in this 


§ 1.355-4.” 


Section 1.355-4 of the proposed regula- 
tions is of very little help in the determina- 
tion of the meaning of active conduct of 
business. The definition and 
examples are contained in Section 1.355-1. 
Section 1.355-4 is limited to the statement 
that a corporation is engaged in the active 
conduct 


section as in 


a trade or 


of a trade or business if substan- 
tially all of its assets consist of stock or 
securities of a corporation so engaged; a 
reiteration, with some expansion, of the 


statutory prohibition against acquisition of 
the business within the five-year period in 
a taxable transaction; and the not very 
helpful statement that a business may add 
or drop products or change production 
capacity within the five years if this action 
does not constitute the acquisition of a new 
or different business 


The cross-reference in the regulations is 
of little help. If, as is possible, the specific 
reference to the particular subsection of 
Section 1.355 is interpreted as preventing 
reference to the balance of the section for 
aid in interpretation, the cross-reference is 
a definite hindrance. Obviously, the prac 
tical and sensible approach is to permit 
reference to any part of the regulation for 
assistance. 


The regulations add the gratuitous limita 
tion that proceeds of sale of the inventory 
of the trade or business terminated are not 
to be included as a partial liquidating dis- 
tribution unless the inventory was sold in 
the course of termination rather than in the 
ordinary course of trade or business, or, if 
distributed in kind, if the inventory has a 
fair market value “substantially in excess 
of the fair market value of the similar items 
regularly on hand in the conduct of such 
business during such five-year period.” This 
provision seems to be completely without 
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the support of any provision of the Code 
and seems to go far beyond the area of 
legitimate interpretation or of necessity. 


Even if it is a proper regulation, the 
taxpayer is left completely in the dark as 
to the meaning of “substantially in excess” 
as respects value. 


More important, however, are (1) the 
fact that the provision does not seem to be 
needed and (2) the implications that thus 
spring from its presence. 


If inventory is sold in the ordinary course 
of trade or rather than in the 
course of termination, the proceeds will be 


taxed to the selling 


business 
corporation just as in 
the case of the sale of inventory prior to 
conception of a plan of partial liquidation. 
Why, then, should those proceeds be elimi- 
nated from the distributions 
implication 
sale of inventory, 
adoption of the 


category of 
liquidation? Is the 
all proceeds trom 
that sold prior to 
plan, are denied partial liquidation treat 
ment? If the corporation pays tax on the 
profit from the sale of inventory, as it must, 
there 


in partial 
that 
even 


is no reason that those proceeds dis 
tributed in partial liquidation 
denied capital gain treatment 


should be 


Similar questions arise with respect to the 
distribution in kind of inventory of a value 
greater than that normally carried. 
the regulation 
tion about to 


Perhaps 
seeks to prevent a corpora 
distribute the 
terminated business from loading that busi 
with 


from the 


assets of a 
ness cash 
effect 
shareholders 


with 
thus in 


inventory purchased 
retained 
that 

at capital gain rates 
the transfer of that such, to the 
business to be terminated, and if the argu 
ment is that that can be detected and pre- 
vented, then so 
without the 
cryptic regulation 


business, 
distributing cash to its 
But nothing prohibits 


cash, as 


can the inventory loading 


benefit of an inadequate and 


Perhaps the regulation seeks to prevent 
the distribution of inventory appreciated in 
value (not quantity) due to production activity 
or market fluctuation. However, Section 
341, governing collapsible corporations, is 
applicable to partial liquidations and would 
take care of the situation if it comes within 
the area proscribed by Congress If it is 
not within that 
attempting to 


area, the regulation is 
provide a proscribed area 


in addition to that provided by Congress. 


that 
final 


It is hoped 
nated in the 


the provision is elimi- 
regulations 


® Sec. 337. 
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after the 


Other questions remain unanswered even 
in this statutory 


“ 


area of “definiteness.” 
How long must the distributing corporation 
continue to conduct the retained 
terminating it? Inas- 
much as the corporation could have com- 
pletely liquidated with capital gain results 
at the time of the partial liquidation, there 
appears little reason to require it to con- 
tinue in business at all after partial liquidation. 


business 


before changing or 


The requirement is probably not intended 
to prevent the corporation from terminating 
the conduct of the retained The 
primary, and perhaps the only, purpose of 
the requirement that if 
remain in existence 
liquidation, it be in the 
active conduct of a business as distinguished 


business 
may be to insure 
the corporation does 


partial 


from merely holding investment assets 


What changes in capacity, location, prod 
uct or business are proper 
conduct the retained 
business, and how soon may they be made? 
The provision of Section 1.355-4 of the pro- 


even over-all 


without ceasing to 


posed regulations by its terms applies only 
to changes during the five-year period before 
the distribution, not to the following period. 


May the stockholders their 
stock in the corporation after the partial 
liquidation either by sale or devise? If they 
may, to extent will 
new 


dispose of 


changes by the 
effects of the 


what 
owners alter the tax 


partial liquidation? 


regulations make no at 
tempt to answer any of these questions. It 


The proposed 


seems apparent that the desire of Congress 
for a modicum of definiteness is doomed 


to a future of contest and litigation 


Still another problem exists in this con- 
nection. If a corporation adopts a plan of 
complete liquidation which is accomplished 
within 12 months, sales of assets within that 
period by the corporation do not result in 
gain or loss to it.” There is no similar pro- 
vision in the case of partial liquidations 
Thus, if a corporation distributes to its 
stockholders the business in 
partial liquidation under Section 346(b) and 
the stockholders sell the there is 
only one tax—the tax on the partial liquida- 
tion. However, if the corporation sells the 
assets and distributes the proceeds in partial 
liquidation, 


assets of a 


assets, 


two 


taxes result—one to the 


corporation on the sale, the second to the 
stockholders on the partial liquidation. Al 


though Court Holding has been eliminated 


in complete liquidations, it, or its ghost, is 
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very much present in partial liquidations 
and will require great care to see that the 
sale is made! by the proper entity. (Pro- 
posed regulations, Section 1.346-3.) 


Presumably a transaction that would other- 
wise fall within the definition of Section 
346(b) except for the fact that it falls short 
of the five-year period would have a rea- 
sonable chance of qualifying as a corporate 
contraction. However, its lack of age will 
subject it to the discretion of the Commis- 
sioner in company with other distributions 
that have none of the attributes of termina- 
tion of a business. 


If the transaction does not come within 


the ’ the determination 
of corporate contraction and partial liquida- 


“area of definiteness,’ 


tion must depend upon factual inspection 
in every case with the decisions under the 
1939 Code your touchstone, (See, for 
example, Joseph Imler, cited at footnote 52.) 

Both the Senate Finance Committee re- 
port, at page 49, and Section 1.346-1(a) of 
the proposed regulations use as an example 
of corporate contraction the partial destruc- 


as 


tion of a single business by fire followed by 
distribution of the insurance proceeds. Pre- 
sumably the same result should be reached 
if part of the capital assets of a single busi- 
ness (as distinguished from all the assets 
of one of two businesses) are sold, rather 
than destroyed, and the proceeds distributed. 
Whiat of assets previously used in the busi- 
ness but no longer needed, such as a build- 
ing put into the corporation to accomplish 
a specific purpose which has been accom- 
plished? How about the proceeds of life 
insurance on an officer? the 
line will be drawn. The proposed regula- 
tions draw it at least at the point where a 
reserve for an expansion program is dis- 
tributed upon abandonment of the program 
It is more than probable that in practice the 
line will be drawn short of that point 

This 


warning 


Somewhere 


discussion was opened with the 
(unfortunately accurate) that it 
would be more productive of problems than 
of answers. Let it with the second 
warning that there are, without doubt, even 
more problems than were discussed here. 


[The End} 


close 





Contributions and Distributions 
of Property in Kind to and by Corporations 


By WILLIAM L. KUMLER 
Dempsey, Thayer, Deibert & Kumler, 
Los Angeles 


INTIL rather recently, the tax conse- 
' quences of certain contributions and 


distributions of property in kind to and by 
roing corporations have constituted a some- 
what of the income tax 
Respecting distributions in kind by 
going corporations prior to May, 1954, the 
tax generally, | 


misty area federal 


law 


bar think, vaguely sensed 

'Commissioner v. Hirshon Trust, 54-1 ust 
{ 9409. 213 F. (2d) 523 (CA-2), cert. den. October 
25. 1954 

>Commissioner vw. 
§ 9423, 213 F. 
ber 25. 1954 

* Mintz and Plumb, ‘Dividends tn Kind—The 
Thunderbolts and the New Look,” 10 Taz Law 
Review 41 (1954). 
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Godley Estate, 54-1 vusrtc 
(2d) 529 (CA-3), cert. den. Octo- 


Thie wrasstitd assem *¢n *énilaesr ce 2 matter 


December, 1955 @® 


recognized existence of a 


titanic 


than the 
but struggle between 
opposing concepts of taxable income 

In that month, within an interval 


days, the Hirshon* and Godley* 


decided 


rather 


quiet two 


of 11 
cases were 


Their effect is niccly epitomized 


in the nickname “thunderbolts” bestowed 
upon them by two well-known writers.’ 
These cases, together with certain related 
changes in this general connection under 
the 1954 Revenue Code, have regenerated 
great interest in a number of problems 
which have been developing more or less 
empirically for some years,‘ 

*See work cited at footnote 3. Rubin, ‘Tax 


Consequences of Dividends in Kind Since God- 
ley, Hirshon and 1934 Code,’’ 2 Journal of Taz- 


ation 7 (1955). A justiflably cynical, but 
enlightening background, account of judicial 
wallowing in the mud of confusion appears 


in Molloy, “Tax Aspects of Corporate Distribu- 
tions in Kind,"’ 6 Taz Law Review 57 (1950) 
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present the discussion 1s 
» contributions of 


purposes 
property in 
prop 
concerns.’ 
is addressed to the 
matters (1) contributions of 

kind by shareholders and non 


goll corporations; and (2) 


and distributions of such 
corporations as going 


attention 


distributions of 


holders by going co 


CONTRIBUTIONS IN KIND 
BY SHAREHOLDERS 


implified fa situation would involve 
of farm land by stocl 


It 
$10,000 


mstances 
Farming, 
hat no real 
vn had 


and would 
property 


ansferred un section 362." If 


same 


Brown 
ceives no acd no realization 

Section 351 
because, presumably, “OW has re- 
d nothing 


gain occurs, 


) possess 
The 


has been enhanc ed 


before in exchange for he land 


which he o1 


stock 
1 
vned merely 


by an unrealized value.’ 


addi 
tock 


in control, some 


( Suppose the 


atten to be treated 
as tax-free corporate organizations and 
reorganization distributions by collapsible cor- 
on the Court Holding and 
Public Service ordinary 
distributions in complete liquidation or dis- 
tributions in redemption of stock under Sec. 302 
346 of the 1954 Code. 

* Control means ownership of stock, possessing 
80 per cent of the voting power and 80 per cent 
of all other classes of stock 

‘It was assumed under prior law that such 
a transfer to a controlled corporation for stock 
was tax free. Cf. National Securities Corpora- 
tion v. Commissioner, 43-2 1 9560, 137 F. 
(2d) 600 (CCA-3) The same rule is clearly 
inherent in 1954 Code Sec. 351. 

* Code Sec. 1001 provides that the gain from 
the ale or other disposition of property shall 
be .1e excess of the amount of money or 


here are such 
tt 


porat Company 


Cumberland problems 


or Sec 


uUsT¢ 
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of Farming, Inc., is held equally by Brown 
and Here , whatever 
ment there may be in the value of Brown’s 
still re i 
for the 


Green also enhance- 


stock, he has ceived nothing new in 

property and, indeed, the 
effect of his to shift 
one half of the value of the land to Green's 
stock interest. 


exchange 


contribution has been 


Administratively such contributions have 
treated as 
already owned where 
hareholders,’ 


been ; ppre 


been stock 


additional cost of 
made pro rata 
and this position has 


j 


ved by } ourt 


res seems to have 
the share 

er 
buted to 


ae 
capital, on ; 1On-p! rat; ds ‘ wo case 


asset app! 


has been foun vhich squat ror otherwise 
that 


the 


1 


meets the tanding 


inherent in ! mn “cost” is 
transfer of an ass anoth in order to 


effect a change « 


What the 


non-pro-rata conti 


courts have done, in cases of 


ibutions to capital where 


orporation is owned by members of a 


y, is to find facts supporting a taxable 


Now, if Green is not a relative of Brown’s 
and it appears that Brown 
tribution to 
to Green to 
to the 
property 


made the 


arming, Inc., as an 


con- 
inducement 
perform services, then at least 
extent o!f.on lé 

contributed it 

making a ibution to Fas 
the benefit (if not account) 


s, the latter would be recciv- 


Brown is conti 
ing’s capital for 
Thu 

the bencfits of compensation indirectly 
Green might then be 


of Green 
ing 
paid 
for income received as 


held accountable 


compensation 


property received over the basis of the 
erty. The suggestion that upon a co 
to capital the shareholder receives 
made by Judge Sternhagen in F. B, Thompson, 
CCH Dec. 11,223, 42 BTA 121, 122 (1910). See 
also rationale of this concept in Harvey, ‘‘Some 
Indicia of Capital Transfers Under the Federal 
Income Tax Laws,’ 37 Michigan Law Review 
745, 757 (1929). 

* Regs. 118, Sec. 39.22(a)-16 
under the corresponding 
Code have not been issued. 

” Estate of Hayne, CCH Dec. 20,288, 22 TC 
113 (1954) Mertens, Law of Federal Income 
Taxation, Vol. 1, Sec. 5.13 (1942) 

“FF. B, Thompson, cited at footnote 8. 
principle announced in this case was 
sidered and approved in Stephen F. 
CCH Dec. 20,123, 21 TC 607 (1954). 


prop- 
tribution 
nothing is 


Regulations 
sections of the new 


The 
recon- 
Heringer, 
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This would seem to follow as a matter 
of Congressional intent, to be derived from 
cross (4) of Section 351(d) and 
found in the Senate report,” 
even though no stock was received by Green 
on the transfer.” 


This the point of 
whether Brown, in securing Green’s services 
for the benefit of Farming, Inc., has not 
“realized” income under the long-established 
rule that income results when goods or 
services are obtained by payment therefor, 
in kind, by way of a transfer of assets 
appreciated in value. We think he has. 


If Brown’s contribution can be shown to 
be entirely without any intent to compen 
sate Green or benefit him gratuitously, and 
was for the purpose of enhancing the value 
and earnings of Brown’s own stock, dicta 
in two cases indicate that upon the principle 
of Eisner v 


reterence 
expressions 


brings us again to 


Macomber™ no gain to Brown 
is recognized. 


What happens to Brown’s basis for the 
property contributed to Farming, Inc., re- 
mains as obscure under present law as 
the 1939 Code. Following the rea- 
soning of the only regulations on the 
matter,” Brown’s basis for the land would 
be added to his basis for his Farming, Inc., 
stock. This seems to be so except where 
the contribution takes on the character of 
a gift. In the Thompson case,” the Tax 
Court rejected the taxpayer’s contention 
that the transfer of assets by petitioner to 
a corporation 


under 


owned by his immediate 
family was a contribution to paid-in surplus. 
The court said that the benefits derived by 
petitioner's family did not make them the 
donees, but made the corporation itself the 
donee. It would follow from this reason 
that Brown’s basis would shift to the 
corporation and would not be added to the 
basis of his stock in the corporation. 


ing ’ 


However obscure these matters may have 
been left by the 1954 Code as regards the 
shareholder, certainty has been afforded as 
to the effect on the recipient corporation 


" Report of the Committee on Finance, S 
Rept. 1622, 83d Cong., 2d Sess., p. 264. 

“But Brown would not be able to deduct 
compensation paid Green for services rendered 
to Farming. Inc. See Security-First National 


Bank of Los Angeles, CCH Dec. 8098, 28 BTA 
289 (1933). 

“1 ustc 732, 252 U. S. 189 (1920), cited in 
dictum in Robert H. Scanlon, CCH Dec. 11,350, 


42 BTA 997, 999 (1940), for the proposition that 
the contributor has nothing that he didn’t have 
before. Similar dictum appears in the Thomp- 
son case, cited at footnote 8 

* Cited at footnote 9 


940 


December, 1955 @ 


If the contribution is a “gift” under the 
theory of the Thompson case, the property 
received is excluded from gross income by 
Section 102. If the contribution is truly 
paid-in surplus or a contribution to capital, 
it is excluded from gross income under 
Section 118, which, according to the Senate 
report, restates prior administrative rules 
and judicial decisions.” Whichever way the 
corporation receives the property, its basis 
therefor is the same as in the hands of the 
contributing shareholders.” 


CONTRIBUTIONS IN KIND 
BY NONSHAREHOLDERS 


Much has been written, and recently 
enough, on the general nature and tax con- 
sequences, under prior law, of subsidies and 
capital contributions to corporations by non- 
shareholders.” A re-examination of the pre- 
1954 Code situation covered by such articles 
would be largely repetitious and would little 
serve our purpose to describe what the 1954 


Code has done or undone in this connection. 


Although the fact that we are dealing 
with contributions in kind tends to narrow 
the scope of pertinent inquiry, it will be 
necessary to consider contributions made in 
cash in order to complete the description of 
the changes made by the new Code. 


Where a nonshareholder of a corporation 
makes a contribution to a corporation to 
induce it to do something for which the 
contributor directly receives nothing in the 
way of services or property which 
measurable fair market the 
ing problems arise: 


(1) Where property, having a value in 
excess of basis, is contributed in kind, does 
the contributor derive the 
transfer? 


has a 


value, follow- 


income from 


(2) Does the recipient derive income from 
the transfer? 


(3) Can the recipient take deductions for 
depreciation or from the sale or ex- 
change of property so contributed in kind? 

% Cited at footnote 8. 

" Reaffirmed by Judge 
cited at footnote 11, in 1954. 

* See report cited at footnote 12, 

*” Code Secs. 362(a) and 1015. 

*” Rottschaefer, ‘‘The Concept of Income in 
Federal Taxation,’’ 13 Minnesota Law Review 
637 (1929); Harvey, work cited at footnote 8; 
Magill, Taxable Income (Revised Ed., 1945); 
O'Meara, ‘‘Contributions to Capital by Non- 
shareholders’’ (Notes), 3 Tax Law Review 568 
(1948); Freeman and Speiller, “‘Tax Conse- 
quences of Subsidies to Induce Business Loca- 
tion,’’ 9 Tax Law Review 255 (1954). 
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loss 


Opper in Heringer, 


at p. 190 





(4) Can the contributor take any deduc- 
tion for the loss of basis resulting from the 
contribution ? 

Here we are dealing with the subsidy 
situation wherein governmental bodies such 
as states or municipalities, or private bodies 
such as chambers of commerce, civic groups 
or industry groups contribute sums of 
money or property in kind to a corporation 
in order to induce the latter to locate in 
a particular place or increase the size of 
an existing plant. Obviously, the contribut- 
ing parties expect to benefit indirectly by 
the business activity or sur- 
rounding property values which such action 
may cause. 


increase in 


Income to Contributor 

It is well settled that where property is 
exchanged for goods, services or “benefits” 
which have an “equivalent of cash” value, 
income is realized to the extent that such 
equivalent exceeds the basis of the prop- 
erty.” However, if the value of i 
received is indeterminable or 
come is not realized.” Thus, though such 
contributions not gratuitous, and the 
contributor (governmental body or private 
concern) expects and receive 
return,” whether income is de- 
rived from the contribution depends upon 
the measurability of the benefits in terms of 
cash value. Normally, such benefits will 
defy any attempt at measurement, which 
accounts for the paucity of the 


what is 
indefinite, in- 


are 


does some 


benefit in 


cases on 
subject <<, 


Income to Recipient Corporation 
Edwards v 


the rule that contributions made by govern 


Cuba Railroad™ early led to 
ment or private bodies to induce a business 


concern to locate or construct facilities at 
beneficial by the 


constitute 


deemed 
not 
cipient. In 


a point 


tors do 


contribu- 
income to the re- 
time the scope of the doctrins 
gradually narrowed by distin 
guishing the Cuba Railroad decision until, as 
certain writers expressed it, “uncertainty is 
further 


Was cases 


increased by a number of recent 
decisions which lead one to wonder what 
remains of the Cuba Railroad doctrine.” ™ 

21 Mertens, Law of Federal Income Taxation, 
Vol. 2, Sec. 11 (Revised Ed., 1955). 

2 Work cited at footnote 21, Sec. 11.03 

*% Mertens, work cited at footnote 10 

“In Brown Shoe Company, Inc. v. Commis- 
sioner, 50-1 ustc { 5958, 339 U. S. 583, 587 (foot- 
note 5), the Supreme Court took note that such 
a problem exists. 

2% 1 ustc { 139, 268 U. S. 628 (1925). 

* Freeman and Speiller, work cited at footnote 
20, at p. 265, containing a summary of the in- 
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There is, of clear economic 
distinction between a contribution made to 
a corporation by a nonshareholder for the 
purpose of inducing it to expand its facili- 
ties and operations, but which confers no 
direct benefit upon the contributor, and 
the transfer of money or property to a cor 


course, a 


poration which discharges some discernible 
obligation to it, or secures some benefit for 
the transferor which he desires. The eco- 
nomic distinction supported legal distinc- 
tions which developed the early exceptions 
to the Cuba Railroad rule. 


In the Texas & Pacific Railway case, the 
railroad was assured a minimum operating 
income under the Transportation Act of 
1920. It omitted the moneys received in 
1920 from income on the ground that they 
constituted contributions to capital. The 
Court upheld a deficiency asserted by the 
Commissioner on the theory that the sums 
received were in lieu of revenue 
occasioned by government activity, not for 
use in construction of capital assets. 


k sses 


Similar results were reached where the 
State of Maryland contributed $23,000 dur- 
ing a certain year to assure the maintenance 
of ferryboat service,” and where a steam- 
ship company received a mail contract 
award, under an agreement with the United 
States which required the company to set 
aside a certain amount each year in a 
special account for the acquisition or recon- 
ditioning of additional ships necessary to 
carry out the mail contract.” Notwithstand- 
ing that part of the money to be received 
under the mail contract was clearly intended 
to include funds for the purchase of ships, 
the court held that the aside 
in the special account were income to the 
recipient. 


amounts set 


The difficulties and uncertainties 
characteristic of the cases in this area have 
correctly been attributed to the fallacious 
test of the end the money 

The whether, on 
hand, 


use to which 


was real issue 


the 


put. was 


one the contributors intended to 


furnish capital for enlarged operations with 


out direct benefit to themselves, as against 


a restoration of lost revenue or a reimburse 
ment of expenses on the other.” 
roads made upon the Cuba Railroad doctrine, in 
decisions relying upon the leading exception, 
Texas & Pacific Railway Company v. U. 8., 
3 ustc { 936, 286 U. S. 285 (1932). 

"= Helvering v. Claiborne-Annapolis Ferry Com- 
pany, 38-1 * 9029, 93 F. (2d) 875 (CCA-4). 

* Lykes Brothers Steamship Company vv. 
Commissioner, 42-1 { 9355, 126 F. (2d) 725 
(CCA-5). 

“Freeman and Speiller, 
note 20, at p. 269. 


ust 
ustT« 
work 


cited at foot- 


94) 








Then, just as the Cuba Railroad doctrine 
appeared about to expire in the death-of-a- 
thousand cuts, along came the Brown Shoe 
Company decision” of the Supreme Court, 
which involved moneys contributed by vari- 
ous community groups to induce that com- 
pany to locate or enlarge plants at agreed 
locations. No specific earmarking of funds 
was required and, as the ¢ urt aid, “Under 
the circumstances the transfers manifested 


a definite purpose to enlarge the working 


Phe pret ( t held that property 
cont ted n hare lders did consti 
tut ef tribut 1 to capital ind that the 
re ent | i ba 1 et which wa 
bot | ) ‘ bie i | I ( ible in} ( ted 
cap The the ( ol whethe the 
cont ] ) e taxal mcorne i not 
bef r it haracte Zatio ot 
them tic to ipital” lends 
col d ibl it ce to the use of that 

ime expre the 1954 Cod 

Throug! t all these « ri runs a thread 

f h has not been ¢ dered 
al of the cd ons.’ Can location or 

xpan ! bsidte be at one time both 
contributions to capital and income, or must 
they be one or the other? 

These questions, rather than a review of 
what hia already been amply reviewed, 


bring us to the real problem with which 
ve are concerned here, that ts, the extent 


to which the 1954 Code has changed or 


solidified prior la 

Con f ] ck irl adopt d t! ( poli y 
that ntribut t to capital are to be Ccii- 
< iged and has re ed the impediment 
of a tax burden thereon b pro iaing in 
Section 118 that “In the case of a « rpora 
t ' in me aoes 1 t im lude iny 

ntribution to the capital of the taxpayer.” 

Some ll immediately suppo that this 


language not only affirms but greatly broadens 
the Cuba Railroad doctrine. A close look 
reveals that Congress intended to identify 


rather than broaden the limits of that rule. 


Turning, as they did, largely upon the 


end use to which property contributed 

* A form of Chinese torture to which the 
practice of the courts of distinguishing a rule 
out of existence bears a grim resemblance. 

* Cited at footnote 24 

"= Case cited at footnote 24, at p. 591. 

% Secs. 118 and 362. And see S. Rept. 1622, 
at p. 272. Note that the Tax Court, in McKay 
Products Corporation, CCH Dee. 16,161, 9 TC 
1082 (1947). held the contribution not to be a 
“contribution to capital’’ because it was not 
made by a shareholder. 


might be put, the pre-1954 cases with the 
possible exception of Brown Shoe Company 
furnish little assistance in determining what 
was or was not a “contribution to capital.” 
The Court, in Brown Shoe Company, openly 
relied on the common business and ac- 
counting understanding of the meaning of 
that term.” If its reasoning be followed 
in the cases which will be decided under 
the 1954 Code, contributions to capital will 
include contributions made by nonshare- 


holders “who neither sought nor could have 





anticipated any direct service or recom 
pense whatev r, their only expectati n being 
that such contributions might prove advan- 


tageous to the community at large.”™ It 
follows that whether the contribution is 


corporations which represent a restoration 


Jyothers, will doubtless continue to be tas 
as income because a direct quid is received 


for the quo given 


Deduction: for Depreciation or Loss 
in Respect of Property Received 
as Contribution to Capital 


Much of the confusion in the pre-1954 
situation was attributable to the unwilling- 
ne of the courts to permit a taxpayer to 
enjoy the benefits of deductions for depre- 
ciation on assets which, from one viewpoint, 
cost the taxpayer nothing.” In Detroit Edi- 
son Company v. Commissioner ™ and similar 
cases double benefits to the recipient were 


precluded cither on the ground that the 


property contributed had “cost” it nothing 
or that no gift was intended which woul 
have provided a substituted basis for de- 
preciation. Further, in cases where the 


inducement was furnished in the form of 
taxes, rent or oft 


4 her expenses paid by the 
community group, the general rule that 
expenses are deductible only if paid by the 


taxpayer which incurs them was sufficient 


* But was recognized by Freeman and Speil- 
ler, work cited at footnote 20. at p. 271 

*Case cited at footnote 24, at pp. 589-590. 

% Case cited at footnote 24, at p. 591. 

" Freeman and Speiller, work cited at foot- 
note 20. at p. 272. 

% 43-1 ustc § 9418, 319 U. S. 98 

* Cf. Pierce Oil Corporation v. U. 8., 48-2 
ustc { 9359, 169 F. (2d) 542 (CCA-4). 


942 December, 1955 ® TAXES—The Tax Magazine 





eee ah 





Of course, if the subsidy is taxable as 

income to the recipient the property re- 

any property purchased with 

money received will have a “cost” basis. 
No double benefit results. 


ceived or 


The 1954 Code has adopted a rule which 
produces the same result as the Detroit 
Edison decision by a special provision relat- 
ing to the basis of property acquired through 
a nonshareholder contribution to capital. 


In the case of contributions to the capital 
of a corporation by nonshareholders, Sec- 
tion 362 provides the following: 


(1) The basis of any property so received 
will be zero. 


(2) The basis of any property acquired 
with any money so received, during a period 
of 12 months from the receipt of the money 
must be reduced by the amount of 
money expended on it. 


(3) If all or part of such money is not 
used to acquire property within the 12-month 
period, then, under regulations, the amount 
of such money is applied to reduce the 
basis of other property held by the taxpayer. 


such 


Thus, the statutory pattern is established 
that if the subsidy is not a contribution to 
capital and its receipt is taxable, the recipi 
ent will have a basis for gain, loss or de- 
preciation. If the subsidy is a contribution 
to capital and is not taxable as income, the 
recipient will have no basis therefor, or 
must accept a reduction of basis equivalent 
to any money received. 


It is safe to suppose that the elimination 
of double benefits accomplished through the 
co-ordinated effect of Sections 118 and 362 
will permit the courts to be more liberal in 
their interpretation of the words “contribu- 
tion to capital.” 


It will, of course, be quite important in 
particular cases to determine how and when 
any money received as a capital contribu- 
tion shall be expended, Obviously the 
words “property acquired with such money” 
contemplates earmarking and tracing the 
same to particular assets. If the money is 
simply dumped into general funds as work 
ing capital, one may expect the Commis- 
sioner, under his discretionary authority, to 
allocate reductions to assets from 
which the earliest taxable income, or re- 
duction of expense, will result. No reason 
exists why the Commissioner, in a given 


basis 


“Freeman and Speiller, cited at footnote 20, 
at p. 274. 
* 1945 CB 87. 
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case, cannot reduce the basis of inventory 
items to zero. Taxable income could result 
from such an allocation even though no 
actual sale of the affected inventory occurred. 


The taxpayer is permitted to control, 
within the 12-month period, the allocation 
of basis reduction attributable to any money 
received. It would be to the taxpayer's 
advantage, where not in conflict with its 
obligations to the contributors, to apply the 
money to the purchase of nondepreciable 
or long-life assets such as land, extended 
leaseholds, buildings, etc. 


Deductions by Contributor 


There is nothing in the 1954 Code which 
appears to affect or change in any way the 
contributor’s right to deduct the amount of 
money or value of property contributed to 
a corporation as capital. His right so to 
do is wholly independent of the effect of 
the contribution on the recipient and turns 
on the usual “ordinary and necessary” tests 
which have been the subject of much 
litigation. 


Generally speaking, no deduction igs al- 
lowed unless the taxpayer can show a 
direct and unmistakable benefit to his own 
that the contribution 
matter of self-preservation.” 


business, or was a 


In the light of apparent Congressional 
policy favoring nonshareholder subsidies to 
corporations for local benefits, I. T. 3706 
gains force and significance. It held that 
contributions to a postwar planning and 
development fund, established for the pur- 
pose of promoting the economic, industrial 
and agricultural welfare of a certain county, 
were deductible as business expenses unless 
it appeared that contributions 
made for this purpose, or 
able expectation of 
benefit therefrom, 


were not 
with no reason- 
deriving a_ business 

Administrative policy would appear to 
permit deductibility in instances in which 
the courts not. If any sizable sums 
are involved an application for a ruling on 
deductibility would be in order. 


have 


DISTRIBUTIONS OF PROPERTY IN KIND 
BY CORPORATION TO SHAREHOLDERS 

So vast a quantity of material has been 
produced by writers and commentators on 
this subject ® that any attempt to examine 


* Paul, Selected Studies in Federal Taxation 


(2d Series, 
dends’ and 


1938), pp. 170-185: Rudick, ** ‘Divi- 
‘Earnings or Profits’ Under the 
(Continued on following page) 
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the matter de novo would involve inescapable 
plagiarism 


Whether or not the and Third 
Circuit Courts of Appeals were correct in 


Second 


overruling the Tax Court in Godley and 
Hirshon, under prior law, remains to be 
seen It is a matter which can only be 


settled by the Supreme Court of the United 
States. It will be a comfort to the tax bar 
to know that the Tax Court has not supinely 
accepted the reasoning of the circuit courts, 
and in the Harry Handley Cloutier case 
expressly refused to follow those decisions. 
The government will undoubtedly appeal 
to the Ninth Circuit. If that circuit affirms 
the Tax decision will be 
open to a Supreme Court determination of 
this vexing problem 


Court’s the way 


For quite obvious reasons, therefore, we 
shall do no more than briefly present such 
background material will facilitate 
consideration of the effect of the 1954 Code 
insofar as it applies to distributions in kind 
by corporations. A working fact situation 


here as 


is as follows 


X Corporation, capitalized by the issu- 
ance of common stock for $50,000, has earn- 
ings and profits of $25,000. Its 
include inventory with a basis 
of $10,000 and a market value of $20,000 
It also holds General Motors stock, valued 
at $50,000, which $30,000 
capital asset 


If X Corporation distributed either the 
inventory or the General Motors stock to 
its shareholders in kind, as a dividend, three 
basic problems arise 


(1) Does X Corporation realize 
as an incident of this distribution? 


assets 


assets cost 


cost and is a 


income 


(Footnote 42 continued) 

Income Tax: Corporate Non-Liquidating Dis- 
tributions,’’ 89 University of Pennsylvania Law 
Review 865 (1941); Drye, “‘Earned Surplus and 
Its Tax Problems for the Stockholder,"’ 4 Tax 
Law Review 421 (1949): Magill, Taxable Income 
(1945), p. 62; Cleary, ‘“‘Corporate Distributions 
in Kind and Sale of Property by Stockholders,”’ 
Current Problems in Federal Taxation (Prac- 
tising Law Institute, Revised Ed., 1948); Tye, 
“Corporate Distributions Some Current 
Trends,”’ 4 Tax Law Review 459 (1949): Raum, 
“Dividends in Kind: Their Tax Aspects,’’ 63 
Harvard Law Review 593 (1950): Johnson, ‘‘Cor- 
poration and Stockholder Dividends in Kind,"’ 
1 Tax Law Review 86 (1945); Molloy, work cited 
at footnote 4; Albrecht Dividends’ and 
‘Earnings or Profits’,."’ 7 Taz Law Review 157 
(1952); Mintz and Plumb, work cited at foot- 
note 3; Mintz and Plumb, ‘Dividends in Kind 
The Thunderbolts and the New Look: A Post- 
script,”’ 10 Tax Law Review 405 (1955); Rubin, 
work cited at footnote 4 
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(2) What is the effect of the distribution 
on the corporation’s earnings or profits? 


(3) What is the amount of taxable income 
to the shareholder on the distribution? 


Income Realized 
by Distributing Corporation 


The fact that unrealized appreciation of 
property distributed by a corporation to its 


shareholders in kind escapes the tax on 
corporate income has long tormented the 
Treasury Department. Under the theory of 
Eisner v. Macomber“ nothing of value is 


received by the corporation upon the trans 
fer which constitutes the gross income ele- 
ment in the net income formula. 


In the General Utilities case“ the effort 
of the Treasury to find a realization of 
income on the theory that all dividends are 
distributed in satisfaction of a general obli- 
gation to distribute earnings to shareholders 
was thwarted on general grounds as well 
as on the specific issue of whether a cash 
dividend obligation had been satisfied by the 
distribution of property. 


i] 


The Court Holding Company,” Lynch and 
Transport, Trading & Terminal® cases did 
not hold the corporation to have realized 
income upon the distribution as such, but 
rather imputed to it income derived from 
sales of the property by the shareholders, 
after the distribution, on mixed theories 
of agency and disregard of unbusinesslike 
purposes as typified by the Gregory rule.” 

Further, it has been held, on the theory 
of the Horst and Earl cases™ that potential 
income cannot be shifted from corporation 
to shareholder by anticipatory assignment 
in the form of a dividend, thus relieving the 


*% CCH Dec. 21, 232, 25 TC No. 113. This 
case was decided so recently that as of this 
writing no advance copy of the opinion was 


available. 

“ Cited at footnote 14. 

“ General Utilities & Operation Company v 
Helvering, 36-1 ustc § 9012, 296 U. S. 200 (1935) 
This has generally been regarded as a direct 
decision on the question of realization of in- 
come by a corporation which distributed assets 
appreciated in value as dividends. See Molloy, 
work cited at footnote 4, at p. 60, note 20. 

“ Commissioner v. Court Holding Company, 
45-1 wstc § 9215, 324 U. S. 331. 

“U, 8. v. Lynch, 51-2 ustce § 9507, 192 F 
718 (CA-9) 

* Commissioner v. Transport, Trading & Ter- 
minal Corporation, 49-2 ustrc { 9337, 176 F. (2d) 
570 (CA-2). 

” Helwering v. Gregory, 35-1 usrc { 9043, 69 F 
(2d) 809 (CCA-2, 1934) 

” Helvering v. Horst, 40-1 
U. S. 112; Lucas v. Harl, 2 ust 
111 (1930). 


(2d) 


ust 


{ 9787, 311 
f 496, 281 U. S. 
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corporation of tax on such income.” How- 
ever, this is basically a different issue than 
the question of whether the distribution of 
property in kind as a dividend per se effects 
a realization of appreciated value, 


Section 311 of the new Code is intended ® 
to codify the general rule that no gain or 
loss is recognized to a corporation which 
distributes property as a dividend upon its 
stock. It is stated, however, that this pro- 
vision is mot intended to change existing 
law under which income of shareholders is 
attributed to their corporation.™ 


Further to safeguard against tax avoid- 
ance, three exceptions are provided by Sec- 
tion 311. Income, the recognition of which 
has been deferred under Section 453(d) 
(installment method) and under Section 472 
(relating to LIFO inventories), will be 
deemed recognized upon distribution to 
shareholders. Further, if property is dis- 
tributed which is subject to (or the share 
holders assume) liabilities in excess of its 
basis, the excess of such liability over the 
property’s basis is recognized as gain, capital 
or ordinary, depending upon the character 
of the property.” 


Effect of Distributions in Kind 
on Earnings and Profits of Corporation 


To the extent that Section 311 requires 
recognition of gain under one of the three 
exceptions (noted such income 
immediately increases earnings and profits 
and, unless offset by losses for the current 
year, the distribution itself creates, to the 
extent of such 
dividend. 


Under prior law, in situations as 
were typified by the Court Holding Com 
pany, Lynch and Stratford cases, income “re- 
ceived” by the shareholders but attributed 
to the corporation did not become income 
to the corporation until the property was 
sold.” Thus, if the corporation had no 
earnings in the year of the distribution the 
value of the property was not taxable as a 
dividend but as a return of capital. The 


above), 


gain, the source of the 


such 


| First National Bank of St. Elmo, Illinois v. 


U. 8., 52-1 9 9192, 194 F. (2d) 389 (CA-7). 
Cf. Commissioner v. First State Bank of Strat- 
ford, 48-2 ustc § 9317, 168 F. (2d) 1004 (CCA-5), 
cert. den., 335 U. S. 867 (1948). 

@S. Rept. 1622, 83d Cong., 2d Sess., p. 246. 

8S. Rept. 1622, citing as an example First 
State Bank of Stratford, cited at footnote 51. 

*% Except to the extent that the price paid 
exceeds basis, a bargain sale of property by a 
corporation to its shareholders is a distribution 
in kind and subject to the benefits and limita- 


usTé 
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value of property received was first applied 
against stock basis and any excess became 
capital gain.” 

312 
but 


Sections 311 and 
operate to reduce 
result entirely. 


Code 
this 


of the 
not 


new 
eliminate 


As noted, under Section 311, the distribu- 
tion of installment obligations or LIFO 
inventory, per se, supplies earnings and’ 
profits equal to the amount deferred thereto- 
fore. Such distribution also creates taxable 
income to the corporation. 


Under Section 312, however, the results 
vary depending upon whether the properties 
distributed are inventory assets or not.” 


Inventory assets.—If inventory assets (not 
covered by Section 311) are distributed no 
gain is recognized to the corporation, but 
the unrealized appreciation therein is added 
to earnings and profits for the purpose of 
computing the amount of the dividend in the 
distribution. The following illustrate the 
results: 


Assume that inventory assets with a basis 
of $1,000 and a value of $2,000 are distributed 


(1) If the corporation has no earnings or 
profits from the past or for the current year, 
the dividend is $1,000 and $1,000 is a return 
of capital. Reason: Current year’s earnings 
are increased by the $1,000 excess. over 
basis, making that amount available for 
dividends, Only $1,000 is charged to earn- 
ings and profits, it being provided that no 
deficit can be created or increased by the 
distribution of any value exceeding the 
basis of the property.” 


(2) If the corporation has earnings and 
profits for the past or current year suf 
ficient to cover the basis of the property 
($1,000) the dividend will be $2,000. Rea- 
son: Past earnings ($1,000) plus the addi- 
tion on account of unrealized appreciation 
($1,000) equal the the 
$2,000. 


value of property, 


(3) If the corporation has no accumu 
lated earnings and a current loss of $1,000 
the entire distribution is a return of capital 


tions of Sec. 311. See Mintz and Plumb, work 
cited at footnote 42, at p. 52. 

*% Mintz and Plumb, work cited at footnote 3, 
at pp. 55, 70. 

1939 Code, Sec. 115(d). 

"By definition, ‘‘inventory assets’’ include 
actual inventory, stock in trade, property held 
for sale to customers and unrealized fees or 
receivables from the sale of goods or services. 
1954 Code, Sec. 312(b) (2). 

* 1954 Code, Sec. 312(b)(1)(B). 








































































































































































































































































































































applicable to stock Section 
301(c). Reason: Absence of prior accumu- 
lated earnings and the offset of $1,000 appre- 
added to the $1,000 


current loss leave no earnings available for 


basis, under 


ciation earnings by 


dividends 


Noninventory assets.—In the case of assets 


other than inventory, the operation of Sec 
tion 312 produces some strange results. 
The Godley and Hirshon doctrine was not 


approved by Congress and the value of non- 
inventory assets is taxed as a dividend only 
to the extent that the value of property dis- 
tributed is covered by earnings and profits. 
However, as the 
ings,and profits on account of such a dis- 
tribution, it is provided in 312(a)(3) that 
they are reduced only to the extent of the 
adjusted basis of distributed. 


regards charge to earn 


any property 


To illustrate the operation of Section 312, 
let us assume that Y Corporation has capital 
of $59.000, and current accumulated 
$25,000 It land (non- 
inventory) which cost $20,000 and is valued 
at $30,000 Upon distribution of the real 
estate the amount of the dividend is $25,000, 
that is, it 1s 
from other 


and 


earnings ol owns 


limited to earnings and profits 
sources and the appreciation in 
($10,000) is added to 
wh re 


value not earnings 


as was the case assets 


distributed 


inventory 
wert 


The reduction to earnings and profits on 


the distribution is only $20,000, the ad- 
justed basis of the land, leaving $5,000 


If $5,000 
distributed it will be tax- 
dividend distribution. It will be 
apparent that although Y 
realized only $25,000 of earnings and profits, 
they have supported $30,000 of 
under the formula of Section 312 


remaining in earnings and profits 
in money is later 
able as a 
Corporation has 


dividends 


Oddly enough, if the $5,000 cash had 
been distributed first, the aggregate divi 
dends would not have exceeded realized 


Distribution of $5,000 
cash would have reduced earnings to $20,000, 


earnings and profits. 


and the taxable amount of the subsequent 
the land then would 
been limited to such remaining $20,000. 


. 


distribution of have 











"RR. D. Merrill Company, 
4 TC 955 (1945), accord, W. G 
pany, CCH Dec. 19,567 
dism'd, CA-7, 1954 

” Note, however, that if the dividend of the 
land were to precede the dividend of the depreci- 


CCH Dec. 14,431, 
Maguire & Com- 
20 TC 20 (1953), app 


ated asset, the offsetting effect on future earn- 
ings of $10,000 basis would be lost. See foot- 
note 58. 


“ After the dividends-received credit of 85 per 
cent, the effective rate on the ‘‘amount” of the 
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As a corollary proposition, suppose that 
in addition to the land, Y Corporation pos- 
sesses a noninventory asset which cost 
$20,000 but has a value of $10,000. Y Cor 
poration could, of course, reduce earnings 
and profits by a sale of that 
realized But suppose it some 
promise of future appreciation and the man- 
agement wishes to avoid a sale at this time. 


asset at a 


1 
loss nas 


Under Section 312(a), which adopts the 
theory of the Merrill case,” if 
ciated were 
the 


the depre- 
first to the 
the dividend 


distributed 
amount of 


asset 
shareholders, 
would be $10,000 under Section 301(b) 
(1)(A). Although the dividend was only 
$10,000, the corporation’s basis for the asset 
($20,000) would apply to reduce Y’s ac- 
cumulated earnings to $5,000. If thereafter 
Y also distributes the land valued at $30,000 
the taxable amount of the second dividend 
is $5,000, since it is limited to the balance 
of earnings and profits remaining.” 

the consistency in 
that if, in 
amount™ of a 


least 
formula 


There is at 
Section 312 
the taxablk 
realized 
extent of earnings 
will be 


the 
computing 
dividend, un 
the 
unrealized 
reduction of 


gain is to be recognized to 
and profits, 
loss recognized as a 


earnings and profits. 


Amount Taxable to Shareholder 
upon Receipt of Dividend in Kind 


Although the Treasury Department ap 
feel that the 1954 Code does not 
neutralize, prospectively, the rules announced 
in the Godley and Hirshon cases,” that view 
is not shared 
As noted 


pears to 


generally.™ 
Court, of which 
the originator of the doctrine approved in 


by the tax bar 
above, the Tax 
these cases is now a member,” has not been 
persuaded that it under the 
1939 Code.” 


was in error 

The writer is so fully in accord with what 
has been the 
Godley and Hirshon under prior law™ that 
he declines to seek the dubious distinction 
of adding to the paper on the subject simply 
to state repetitious views As to the valid 
ity of the rule of under the 
1954 Code, that is a different matter. 


said heretofore on merits of 


those cases 









dividend is 52 per cent of 15 per cent, or 
7.8 per cent 
@ Proposed Regs. Sec. 1.316-1(a)(2) and (3). 
® Many members of the Section of Taxation 
of the American Bar Association objected 


strenuously to the 
note 62. 

“ Raum, work cited at footnote 42 

® Cloutier, cited at footnote 43. 

* Mintz and Plumb, work cited at footnote 3; 
Rubin, work cited at footnote 4. 
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regulations cited at foot- 


It will 
here to 


suffice to introduce the subject 
state that the Godley and Hurshon 
hold that where property is distributed 
as a dividend in kind to shareholders, the 


full value of the property is a taxable divi- 
dend 


cast 


if the corporation possessed earnings or 
profits sufficient to cover the basis of the prop- 
erty In 


other 


words, any distribution of 


money or property which does not impair 


capital is taxable to the full extent of its value. 


The rationale of this position is that 
Section 115(a) and (b) operated only to 
determine whether a particular distribution 
was a dividend, that is, whether it was out 
; profits. and if the 
reduction of earnings and profits resulting 


of earnings or If so, 
from the distribution did not impair capital, 
the amount of such dividend was determined 
by Section 115(j), which stated: 


“ 


(j) Valuation of Dividend.—lIf the whole 
or any part of a dividend is paid to a share 
holder in any medium other than money the 
property than money shall 
be included in gross income at its fair mar- 
ket value at the time as of which it becomes 
income to the shareholder.” 


received other 


It was further stated that since only the 
basis of property distributed was properly 
chargeable to earnings and profits, capital 
would not be impaired if they were sufficient 
to cover such basis. From this it was pre 
sumed that the value of the unrealized 
appreciation in the property distributed was 
(under Section 115(j)) free to be included 
in gross income which, 


indeed, that sec- 


tion states. 


The opposite view was to the effect that 
by definition a dividend was a distribution 
“out of earnings and profits.” <A 
tion (however 
and profits 


distribu 
valued) was out of earnings 
only “to the extent thereof” 
(under Section 115(b)) and the quoted words 
were, therefore, a limiting factor on the 
amount of the dividend as well as the valua 
tion factor under Section 115(j).” 


So the went, and whichever 
view is to prevail will doubtless be decided 
by the Supreme Court. 

The 


more 


argument 


1954 Code, however, gives a much 
specific meaning to the terms “distri 
bution” and “dividend.’ 


Section 301(a) provides that “a distribu 
tion of property (as defined in section 317 
(a)) made by a corporation to a shareholder 
with respect to its stock shall be 
as provided in subsection (c).” 


treated 


* Mintz and Plumb, work cited at footnote 3, 


at p. 62. Here also are discussed some of the 


Federal Tax Conference 


Section 301(b) provides the rules for the 
valuation of the distribution, not the divi- 
dend as did Section 115(j) of the 1939 Code. 


Section 301(c) divides the “distribution” 
two parts, (1) that “portion of the 
distribution which is a dividend” (as defined 
in Section 316), and (2) that “portion of 
the distribution which is not a dividend.” 


into 


The first “portion” is includable in gross 
income. The other “portion” is to be applied 
against the basis of the stock and if any 
excess remains after such application it will 
be treated as gain from the sale or exchange 
thereof. 


Section 316 specifically defines a dividend 
as “any distribution of property [which in 
cludes money] made by a corporation to its 
shareholders out of its earnings and 
profits” of the current taxable 


cumulated after February 28, 


year or ac 
1913, 


The priority of distributions contained in 


prior law is retained, as is the limiting 
clause to the effect that “every distribution 
is made out of earnings and profits to the 


extent thereof "" 


If, as was argued under prior law, earn- 
ings and profits were merely the source of 
distributed in kind and not a 
limitation upon its value as a dividend, the 
same cannot be said of the 1954 Code, By 
definition, the “portion of the distribution 
which is a dividend,” must be out of earn- 
ings and profits and will be out of earnings 
and profits to the extent thereof 


the asset 


Whether or not it was clear under prior 
law, it should now be clear that by “earn 
ings and profits” the Congress had in mind 


an amount, 
which 


measured 
reflects the net 


in terms of dollars, 

realized gain and 
loss from actual transactions, plus the un 
realized gain attributable to inventory assets 
distributed than sold, less distribu- 
tions of securities and properties valued at 
adjusted base. 


rather 


sy its 


prescript as to the effect upon 
earnings 


and profits of a distribution in 
kind of inventory assets, a statutory formula 
was established for including within the 
concept of a dividend certain unrealized 
gain and excluding all other through the 
mechanism of the earnings and profits ac- 
count. That both houses of Congress knew 
the meaning which they, at least, intended 
“earnings and profits” as well as “divi 
dends” to have under the new Code is 
evidenced by the examples of its operation, 


weird consequences of the balance-sheet ap 
proach to the definition of a dividend. 
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Upon the basis of the Tax Court deci- 
sions in Godley and Hirshon, the House re- 
ferred to a distribution of property having 
a basis of $100, and a fair market value of 
$150, by a corporation with earnings of $120. 
The taxable dividend, according to the com- 


mitte’s understanding, would be $120.” 


The committee considered the 
effect of the new law after the circuit court 
decisions in the two cases. While it re- 
pudiated any implication that the enactment 
of Section 312(a) was intended to affect the 
tax consequences of distributions of prop 
erty under law, it included 
example distribution under 
Code, as follows: 

“Thus if property with a value of $100 
is distributed but if there are only $75 of 
earnings and profits from which the dis- 
tribution can be made, the taxable income 
will be only $75. If the property cost the 
corporation only $50, however, its earnings 
and profits will be reduced only by $50, and 


Senate 


prior 


its 
the 


own 


of a new 


$25 will remain in its earnings and profits 
account.” ” 


Seldom, if statutory pattern 
for treating a given problem in the tax law 
been adopted in an atmosphere of such 
complete judicial confusion on the subject 
The proponents of the opposite positions 
taken prior to the 1954 Code can hardly 
say that the Congress acted without knowl- 
edge of the nature of the controversy. 
Neither can the holders of extreme posi- 
tions on either side successfully urge that 
what 


ever, has a 


has 
viewpoint or the other. 
has adopted 


Congress done vindicates one 
Typically, Congress 
a compromise measure which 
it can and probably will alter when suf 
ficiently urged and persuaded. It is to be 
hoped that the Treasury Department will 
recognize the compromise for what it is 
and go along with it, in good grace, in 
the final draft of 


Subchapter C. 


regulations under 


[The End] 


its 


Topics: Corporations and Shareholders: Employee Problems 


Chairman: William M. Emery 


Purchases and Sales 


of Corporate Businesses 
By FRANK H. URIELL, Pope & Ballard, Chicago 


TNDER THE TAX LAW businesses 
may be bought and sold for stock and 
securities of the acquiring company, or they 
may be bought and sold for cash or 


prop- 
erty other than the acquirer’s voting stock. 
One method will bring one set of tax con- 
sequences and the other method a different 
tax result 


Sellers, and by this I mean the principal 
stockholder stockholders, usually are 
older, or have built up substantial equities 
and are desirous of consolidating their gains 
for a retired for purposes, 
or have a business which is failing or which 
they anticipate will fail in the competitive 
economic life in which they live 


oO! 


status of estate 


@H., 
(1954). 
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Businesses are bought, usually, by younger 
men who are ambitious to develop owner 
ship and to reap the profits accruing to 
owners, or by groups desiring to increase, 
expand or diversify the business or busi 
nesses which they already have. Today the 
diversification motive seems to be the domi 
nant motive. The tax consequences are of 
great interest to both sellers and buyers, and 
will naturally have a great deal to do with 
the form of the transaction. 

Usually, if the sellers are older and have 
substantial unrealized appreciation in their 
stock they will want cash or marketable 
securities. If the purchaser’s voting stocks 
are without a well-established market, the 


#S. Rept. 1622, 83d Cong., 2d Sess., p. 248 
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seller will usually want the cash so that he 
can select and buy desirable marketable 
securities. He often will be willing to pay 
the capital gain tax for this privilege. If 
the purchaser’s voting stocks are readily 
marketable on an established market, the 
seller may prefer them to cash ~> that he 
can defer his tax until such time as he 
desires to sell his newly acquired stocks of 
the purchaser. If the seller’s stocks have 
unrealized depreciation, he will usually be 
glad to get out in either way but will usually 
prefer the seller’s stock so as to defer his 
capital loss, to be later taken at his greater 
tax convenience. 


The purchaser’s choice may depend, first, 
on whether he can 


raise the money for a 
cash purchase. 


Assuming that he can, his 
choice will depend in large measure on the 
tax basis which the selling corporation had 
in its assets, with relation to the price to be 
paid. If the price to be paid is high in rela- 
tion to basis, the purchaser will prefer a 
purchase that will recognize tax and give 
the purchaser a tax basis equivalent to pur- 
chase price. If the tax basis is higher than 
purchase price, the purchaser will naturally 
favor a purchase which will preserve the tax 
base. With these considerations in mind, 
the taxpayers will approach their negotiations 


Cash Purchases 


The 1954 Code made several changes 
which will greatly facilitate cash sales. To 
understand the changes made by the 1954 
Code, one should be familiar with the state 
of confusion theretofore existing. 


There are three ways of selling for cash: 
(1) Have a corporation sell its assets for 
cash or cash equivalents, which would be a 
transaction on which gain or loss would be 


recognized, and then liquidate the proceeds 
to the stockholders. 


(2) Liquidate the assets to the stock- 
holders, and have them sell the assets. 


(3) Sell the 
equivalents. 


shares for cash or cash 


Let’s assume a particular case where a 
sale for cash or its equivalent is the only 
possibility—the assets unrealized 
appreciation. To have the corporation sell 
the assets for cash would result in a taxable 
profit on which tax would be payable by 
the corporation. Then, upon liquidation, as- 
suming of course that the stockholders’ tax 
bases in the stock would be less than the 
liquidation payments, a second tax would 
be sustained on that profit. (If the corpora- 


have an 
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tion had no unrealized profit there would be 
no corporate tax problem and a direct sale 
by the corporation would not increase the 
total tax). Where there is a profit, the 
simple procedure for the sellers is, of course, 
simply to sell their stock for cash. Their 
capital gains tax on the sale would be the 
only tax that would be exacted. 


Usually, however, things were not that 
simple. A buyer was reluctant to purchase 
stock because such purchase placed it in the 
position of a stockholder, and left the busi- 
ness and assets subject to unknown and 
undisclosed liabilities. If the corporate 
buyer liquidated the acquired corporation, 
it assumed such undisclosed liabilities; 
if it continued the acquired corporation as 
a subsidiary, the liabilities would still con- 
tinue against the assets. There might be 
other reasons for not wanting to continue 
a subsidiary. The buyer also had a tax 
problem because the price it paid for the 
stock was reflective of the current market 
value of the assets in the acquired corpora- 
tion which, in the case we assumed, would 
be higher than the acquired corporation’s 
tax base. This would mean that deprecia- 
tion charges would be lower, gains on dis- 
posal of assets would be higher and losses 
would be lower, Buyers wanted bases at 


Nor- 


least reflective of the purchase price. 
mally, a buyer can be expected to start 
bargaining for a direct purchase of assets 
because in this way it can best protect itself 


against undisclosed liabilities and can be 
assured of establishing a tax base in the 
assets equivalent to the purchase price. 


The buyer’s approach was unpalatable to 
the selling group because, if their corpora- 
tion sold the and then liquidated, 
there would be the corporate tax plus the 
stockholders’ capital gains tax. Consequently, 
in order to satisfy both parties, it became 
the fashion for selling stockholders first to 
liquidate their corporation and then to sell 
the assets directly to the acquiring corpora- 
tion. This they believed would incur only 
the capital gains tax on the liquidation of 
the corporation. 


assets 


This latter procedure received a very sub- 
stantial tax jolt in the case of Commissioner 
v. Court Holding Company, 45-1 ustc 4 9215, 
324 U. S. 331. In that case the Tax Court 
had found that the person who negotiated 
the sale was acting as an agent for the cor- 
poration rather than as an agent for the 
individual stockholders and that the cor- 
poration was in reality the seller, and sus- 
tained a tax. Later, the Supreme 
affirmed the Tax Court in 


Court 
holding. 
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took the Court de 
cision in the Court Holding Company case as 


Supreme 


establishing the law to the effect that in any 
such sale the corporation was the seller, and 
asserted both the corporate tax against the 
corporation and the individual tax against 
the stockholders on the liquidation. For 
following that decision there 
who thought that it was im 
vossible for the owning stockholders to 
corporation, sell the 


some time 
verte mnany 
I 
] their 


iquidate assets 


and escape the corporate profit tax 


About five years 
‘company decision, U. S. 2 


after the Court Holding 
Cumberland Pub 
c Service Company, 50-1 ustc ¥ 9129, 338 

S. 451, was decided by the 
that case, the 
elaborate 


Supreme 


ourt. In Court of Claims 
ad—with rathet 
held that the 


actually acted on 


( 
li 
[ 
( 
I 


findings of fact 
selling stockholders had 

their own behalf, had 
liquidated their corporation and had subs« 
quently sold the denied the 
government’s claim for corporate tax. This 
decision was also affirmed by the Supreme 
Court on the basis of the 
Court of Claims 


assets, and 


findings of the 


The Supreme Court said the was 
a determination of fact to be made by the 


matter 


fact-finding tribunal and “that in resolving 
such tribunals 
in tax cases can consider motives, intent and 
conduct in what appears in 


written instruments used by the parties to 


questions fact-finding 


addition to 


control rights as among themselves.’ 


Thus, taxpayers were left with a very 
confused view of the law, that their trans- 
actions were to be resolved pretty much ac 
cording to the subjective viewpoints of fact 
well-advised stock 
holders determined, usually, to hold out for 
a simple sale of their stock. 


The other side 


chaser’s side 


triers Consequently, 


of the picture—the pur- 
was also very cloudy. As was 
before, if the corporation could pur- 
assets directly, it avoided its tax 
problem. It would acquire a basis in the 
assets equivalent to the paid for 
them. If, on the other hand, it first acquired 
stock from the stockholders and then the 
assets upon a liquidation of the acquired 
company, the problem of its tax base be 
Section 112(b)(6) of the 
1939 Code provided that in the case of a 
liquidation of a corporation into a parent 

the parent being the owner of 
defined by that parent, upon 
the acquisition of the assets would take as 


said 


chase the 


price it 


came uncertain 


control, as 
section—the 


its base in the assets the base which the 
subsidiary had had, and would lose the cost 
of the stock as a tax base 
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Section 112(b)(6) seemed very clear on 
the subject; however, there was a series of 
cases the first of which I recall was Prairie 
Oil and Gas Company v. Motter, 3 ustc § 1142, 
66 F. (2d) 309 (1933), in which the courts had 
taken the view that where an acquiring cor 
poration set out to obtain the 
another corporation, was unable to buy the 
assets directly, and thereupon acquired all 
of the stock of such corporation and liqui 


assets of 


dated the acquired corporation, the transac- 
tion was deemed to be an assets purchase 
The courts held that the acquisition of the 
stock and liquidation of the acquired com- 
pany were only steps in fulfilling the buyer's 
objective. In other 
fused to treat the acquisition of the 
and the liquidation of the 
separate 


words, the courts re 
stock 
corporation as 
held that 
were simply steps in one transaction. Fol- 
lowing this, they also held that the purchase 
price paid for the stock was to be applied 
to the assets received in liquidation just as 


transactions, and they 


if those assets had been acquired in a direct 
transaction. 


This tax concept was entirely outside the 
tax statute and depended entirely on judi 
cial interpretation of the transactions. To 
many it seemed to be directly in conflict 
with Section 112(b)(6) of the 1939 Cod 
The doctrine was variously known as the 
Koppers doctrine (Koppers Coal Company, 
CCH Dec. 15,179, 6 TC 1209) and, later, 
Kimbell-Diamond doctrine (Kimbell 
Diamond Milling Company, CCH Dec. 17,454, 
14 TC 74 (1950)). The Kimbell-Diamond 
case, so far as I know, was the first cas« 
in which the Treasury Department had ad 
vanced the doctrine. In all prior cases th« 
Treasury Department had opposed the do 
trine unsuccessfully. 


as the 


Thus, prior to 1954 we had a very con 
fused situation. On the one side we had 
sellers who believed that they could safely 
sell only if they sold stock, and that if they 
attemped to liquidate their corporation and 
then sell assets, they might either 
plish what they desired or they might b 
called upon to pay, in addition, a corporate 
tax. On the other side we had a buyer: 
felt that he could buy safely, tax-wise, only 
if he could buy assets directly for his con 
sideration. In mv own experience a number 
of sales failed of consummation simply be 
cause the seller insisted on selling stock and 
would not risk the chance of additional tax 
under the Court Holding Company doctrine, 
and the buyer insisted on buying assets and 
would not take the risk of failing to get a 
equivalent to its 


accom 


base purchase price; in 


words, the seller could not rely com 
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It appears that the tax problems which 
threatened the purchases and sales 

of corporate businesses in the past, 
and which in a number of cases have 
prevented such sales and purchases, 
have been substantially clarified by 
the 1954 Code, the author states. 


fortably on the Cumberland decision and the 
buyer was not willing to take his chances 
with the Kimbell-Diamond theory. In other 
cases, which were consummated, the form 
of the transaction was determined by the 
intensity of the desire of either the pur 
chaser or the seller. If the seller wanted to 
sell badly enough to take the risk of a 
Court Holding Company result, he liquidated 
the corporation and sold the assets. If, on 
the other hand, the seller was adamant 
about selling only stock and the buyer’s 
desire was the more intense, the transaction 
would take the form of a purchase of stock 
followed by immediate liquidation into the 
buying corporation, and the buyer would 
take its chances under the Kimbell-Diamond 
theory. 


In the case of the seller 
under these decisions, 


and the buyer 
there were no guides 
or standards by which they could be sure of 
the result they would get. Very often, 
practical considerations will delay temporarily 
transfers of assets, and no one was to know 
how soon after could 
stockholders safely sell and 
within the Cumberland decision, nor 
long could liquidation be 

stock had been acquired by 


liquidation selling 


assets come 

how 
when 
an acquiring 
corporation and still come within the Kimbell- 
Diamond decision, nor what other 
mentary bits of evidence would 
scales one way or the other. 


The 1954 Revenue Act made some very 
substantial changes in the statute which tended 
very substantially to clarify the law in this 
respect. Today, the Court Holding Company 
case is practically a dead issue 


delayed 


frag- 
turn the 


Now, sellers have either of the two methods 
available if the statute is followed carefully. 
Section 337 of the 1954 Code can well take 
care of the sellers’ program. Section 337 
provides that if (1) a corporation adopts a 
plan of complete liquidation and (2) within 
the 12-month period beginning on the date 
of adoption of the plan all the assets are 
distributed in complete liquidation, less as- 
sets retained to meet claims, then no gain or 
loss shall be recognized to such corporation 
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from the sale or exchange by it of property 
within such 12-month period, subject, how- 
ever, to two exceptions. 


The two exceptions set out by the statute 
are (1) in the case of stock in trade or other 
property which would normally be carried 
in inventory of the corporation if, during 
such 12-month period, it is sold at a profit 
otherwise than in one transaction to one 
person and (2) in the case of recognition of 
deferred gain on installment obligations 


Generally speaking, with that section in 
the law, the selling stockholders may either 
sell their shares as they could prior to the 
enactment of the Revenue Act of 1954 or 
have their corporation make a direct sale of 
the assets to the buyer, having, of course, 
first adopted a plan of complete liquidation. 
No corporate tax other than in the cases of 
the two excepted items will be incurred by 
such a sale. On the other hand, they may 
liquidate the company, acquire the assets 
directly in exchange for 
then sell the assets. 


their stock, and 
In either case, the tax 
sustained (other than the exceptions) will 
be only the tax incurred by the stockholders 
upon the liquidation of the corporation, 


This section was designed 


particularly 
to eliminate the confusion 


caused by the 
Court Holding Company and Cumberland Pub 
lic Service Company cases mentioned above. 


The Senate committee report, at page 48, 


states that the section results in eliminating 
the questions that arose out of the necessity 
for determining whether a corporation in 
process of complete liquidation made a sale 
of assets or whether the shareholder re- 
ceiving the assets made the sale. It referred 
to the Cumberland Public Service Company 
and Court Holding Company decisions, and 
stated that the result of the 
was that undue weight was accorded the 
formalities of the transaction and that the 
two decisions, therefore, represented merely 
a trap for the unwary 


two decisions 


On the other side of the picture we also 
have relief in the 1954 Code by having the 
rule of the Kimbell-Diamond decision recog 
nized in the federal tax statute for the first 
time. This results from 


a combination of 
two sections of the Code: 


Section 332, pro 
viding for a tax-free liquidation of a sub 
sidiary into a parent which has controlling 
stock, and 334(b)(2), 
limitations, however, are 
outlined and must be complied with. Sex 
tion 332 of the Internal Revenue Code pro 
vides that no gain or loss will be recognized 
to the parent corporation if a subsidiary 
is liquidated into a parent pursuant to 


>ection relating to 


basis. Certain 


a 
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plan of liquidation, and if the parent was, on 
the date of the adoption of the plan, the 
owner of 80 per cent of the total combined 
voting power of all classes of stock entitled 
to vote and the owner of 80 per cent of the 
shares of all other classes 
nonvoting and limited preferred 
stock), and if the property was transferred 
within the taxable year. If there is a plan 


total number of 
(except 


of complete liquidation, no gain or loss will 
be recognized, providing that the transfer 
be completed within three years from the 
close of the taxable year within which is 
made the first of a series of distributions, 
and distribution is actually completed within 
the three 
provided that until the distribution is com 


year period. In each case, it is 
pleted, the parent corporation remains quali 
fied under the 80-40 stock-ownership rule 
In other words, Section 332 provides for 
the nontaxable liquidation of the acquired 


company in the Kimbell-Diamond situation. 


Section 334 provides for the basis of prop- 
a subsidiary in liquida- 
care of the purchasing 


received from 
and takes 
corporation in 


erty 
tion 
obtaining the cost of the 
stock as the asset basis, as was true in the 
Kimbell-Diamond situation. In 334(b)(2), it 
is provided that if the distribution is other- 
wise within the meaning of Section 332(b) 
and if a plan of liquidation is adopted on or 
after June 22, 1954, and not more than two 
years after the acquisition by “purchase” 
of the 80 per cent of stock or, in the case 
of the stock being acquired in a series of 
transactions, within two years from the 
date of the last of such transactions, and 
if 80 per cent of the total combined voting 
power of all stock entitled to be voted, and 
at least 80 per cent of the total number of 
shares of all other classes, was acquired 
by the distributee by purchase during the 
period of not more than 12 months, then 
the basis of the property in the hands of 
the distributee shall be the adjusted basis of 
the stock upon which such distribution was 


made 


The section provides for an adjustment to 
be made under regulations for any distribu- 
tion made to the parent prior to the 
adoption of the plan of liquidation, for any 
money received or for any liabilities as 
sumed or subject to which the property was 
received, and for other items. These adjust- 
ments are to be made under regulations pre 


scribed by the Secretary or 


The statute delimits the scope of the 
Kimbell-Diamond theory. It requires that the 
80 per cent requirement 
must be fulfilled by “purchase” within a 
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period of 12 months and that the plan 
of liquidation must be adopted not more 
than two years after the acquisition of the 
required 80 per cent of stock or, in the case 
of a series of acquisitions, the date of the 
last transaction. 

There may be a sleeper in this section 
The term “purchase,” as defined, excludes 
stock acquired from a person whose owner- 
ship would be attributed to the acquirer 
under Section 318. Section 318(a)(3) at- 
tributes ownership of stock to the holder of 
an option. Very frequently an acquiring 
corporation must deal with a sizable number 
of individual stockholders, and it is not 
uncommon to ask for options from each, 
to be exercised when the requisite amount 
of stock is available for purchase. Unless 
we have a clarifying regulation, it will be 
risky to take options from stockholders in 
rounding up stock for a 334(b)(2) situation. 


This section is quite liberal in allowing 
the acquiring corporation a very substantial 
period in which to determine whether it 
desires to use as a basis for assets its cost 
of the stock acquired or the which 
the subsidiary corporation had. As a matter 
of fact, these two sections combined could 
allow a period of five 
years after the plan of acquisition simply 
by the following expedient: Adopt a plan 
of liquidation within two years after the 
date of the acquisition of the stock or, in 
case of a series of transactions, the date of 
the last acquisition; have the plan of liquida 
tion provide for distribution within three 
years from the date of the adoption of the 
plan of liquidation; and then make only 
partial distributions throughout the three- 
year period of distribution. If toward the 
end of the three years, after the date of the 
adoption of the plan, it were desirable to 
obtain another last distribution 
could be postponed beyond the end of the 
three-year period. In that event, the liqui 
dation would not come within the nontax 
able rule of Section 332. 

This 
really 
chance to obtain 


basis 


a postponement tor 


base, the 


way it is drafted, 
acquiring corporation a 
three different bases for 
the assets: (1) basis of the cost of the 
acquired stock, (2) transferor’s 
(3) fair market value at date of distribution 
(this latter section, however, might bring 
a tax). 


section, in the 
gives the 


basis or 


It may be that the basis of the subsidiary 
corporation might be more than the cost 
of acquisition and, therefore, a desirable 
basis to be retained. In that event, it would 
be necessary to wait out the two-year pe- 
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riod provided for in Section 334 because if 
a plan of liquidation is not adopted within 
that two-year period, the right to obtain a 
Kimbell-Diamond basis is lost. 


Therefore, under present law, if you are 


representing a selling group, you can accom 
modate your sale transaction to fit the re- 
quirements of the purchaser—that is, your 
stockholders may sell stock directly, they 
may liquidate the corporation and sell the 
directly or they may place their 
corporation in a program of complete liqui- 
dation and have the corporation make the 
direct sale of assets. 


assets 


If you are representing a purchaser, the 
first inquiry will be whether the price being 
paid is more or less than the tax basis of 
the assets being acquired. If the price being 
than the tax basis of the 
first desire, of course, will be to 
purchase the assets directly If the price 
than the 
advantage 


paid is higher 


assets, the 
being paid is considerably lower 
tax basis of the assets, then the 
to the would lie in acquiring the 
stock of the subsidiary, the holding of the 
subsidiary status until the expiration of the 
two-year requirement in Section 334, and 
then the liquidation of the subsidiary. In 
that event, the subsidiary’s would 
carry over. 


seller 


basis 


Purchases for Stock 


Here there are really only two methods 
for acquiring corporate business: (1) direct 
acquisition of assets by the issuance of 
stock and (2) acquisition of stock 
in exchange for voting stock of the ac 
quirer, followed by a liquidation of the 
assets. A third possible that of 
stockholders and 
then exchange for of the acquirer, 
but I have conceived of no 
which it would be desirable. 


voting 


type 1s 


having liquidate assets 
stock 


situation in 


Direct acquisition of assets could be brought 


under one of reorganization: 
(1) a statutory merger or consolidation or 
(2) a “type (c)” reorganization, under Sec 


tion 368 of the Code 


two types of 


The statutory merger or consolidation is 
favorite device for acquiring busi- 
Not because of tax factors, which 
are generally favorable, but 
practical obstacles. On two occasions I 
have considered such a device. In -each 
case the merger statute gave dissenting 
stockholders of both corporations the rights 


not a 
nesses 


because of 


to refuse to go along, to start a proceeding 
to have their shares valued, and to require 
the merged company to 


purchase their 
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shares for cash. In each case the pur- 
chaser’s stock was listed on the New York 
Stock Exchange, and its shareholders num- 
bered in the thousands. The risk of having 
to pay out substantial cash to unhappy 
stockholders of the purchaser was sufficient 
to block such a plan. 

The “type (c)” reorganization provides 
for an acquisition of substantially all of the 
properties of another corporation solely in 
exchange for voting stock of the acquirer or 
of the corporation in control of the acquirer, 
or an acquisition of substantially all of the 
properties of another corporation for voting 
stock of the acquirer (or corporation in con- 
trol of the acquirer), and other property 
and money, provided that the voting stock 
given must equal 80 per cent of fair market 
value of all of the properties of the transfer- 
ring corporation, not 
being acquired 


just the properties 


There is an interesting treatment given 
to assumed liabilities in a “c” reorganization, 
depending on whether something in addi 
tion to voting stock of the acquirer is used 
in the acquisition. If the consideration given 
is solely voting stock of the acquirer, then 
liabilities assumed are disregarded, in de 
termining whether the transfer is solely for 
voting stock. However, ii 
addition to stock money, 
securities or nonvoting preferred stock—is 
paid in addition to voting stock, then voting 
stock equivalent to 80 per cent of the fair 
market value of all property of the trans- 
feror must be given. In making this deter 
mination, the amounts of any liabilities as- 
sumed by the purchaser or to which any 
property subject shall be re 
garded as money paid for the property 
Under this latter requirement the acceptance 
addition to voting stock, 
coupled with the assumption of liabilities 
by the purchaser, 
gamble for 


something in 


voting such as 


acquired is 


of something in 


dangerous 
liabilities 
may show up to change the ratio of 20 per 


provides a 
sellers—undisclosed 
cent and 80 per cent or a bad guess on fair 
market value of the assets might also dis- 
tort the ratio beyond allowable limits, and 
the facts might come to light only several 


years after the transaction. 


There are other types of reorganizations 
involving asset transfers provided for in the 
Code, but I do not regard them as coming 
within the scope of my title, because they 
involve retention of control by the 
feror or its stockholders. 


trans 


Undoubtedly, the safest asset sale is the one 
where only voting stock is involved, Cer- 


tain flexibility is allowed among classes of 
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stock 


long 


and 
as each class has voting power 


such as preferred common so 


How- 
ever, if something in addition to voting stock 
is involved, beware of the 80 per cent-20 per 


ent rule 


The 


within the 


second type of acquisition comes 
(b)y” 
reorganization. It is the acquisition of con 

tock of the seller solely in exchange 


stoc k ot tie 


definition known as a “type 


purchaser (or a cor 
in control of the The 
tockholders gain ot 
m the exchange 354). The 
tock takes the they had 


stock given up (Section 358), and the 


purchaser) 
recognize no 
(Section 


new 


same basis a 
in the 
acquiring corporation takes for its basis in 
stock the which the 
transferring stockholders had (Section 362) 
However, the 


liquidate the 


the acquired bases 


acquiring corporation can 
cquired corporation under Se 
take the assets 
which the 


tion 332, and over at the 


acquired corporation had 
done, the 
tock 


Other tax factors to be 


his is basis in the acquired 


corporation disappears 


considered by the 


purchaser appear in Section 381 (Carry 


overs 
The carry-overs 


liquidation of the 
within the 


in Certain Corporate Acquisitions) 


exist only if: (1) The 
acquired company falls 
limits of Section 332, and does 
not come within the Kimbell-Diamond provi- 
ion of Section 334(a)(2), or (2) the reor 
ganization is a merger or consolidation, or 


an asset acquisition for stocl 


Therefore, generally speaking, 
follow the true cash acquisi- 


discussed above There 1S, 


the carry- 
overs do not 
tions of course, 
the exception where stock is purchased and 
liquidation is deferred beyond the two-year 


period under Section 334(b)(2) 


‘There 
Section 


were some 19 
381, before the 
which apply in corporate successions 
ever, outside of 
think only of sufficient gen 
eral importance to be weighed substantially 


items set out in 
recent amendment, 
How 
special circumstances, I 


three would be 


in negotiating a sale of a corporate business. 


They are the “net operating loss carry- 
“capital loss carry-overs,” and 


Ne t oper- 


ating loss carry-overs and capital Joss carry 


overs,” the 


earnings and profits carry-overs 


overs, I believe, fall within the title of 


another lecturer. 


That leaves us 
profits adjustment. 


with the earnings and 
Where the acquisition 
f assets comes to the acquiring corporation 
in nonrecognition transactions, the acquit 
ing corporation must add the 
profits of the purchased company to thos 
which it already has 


earnings and 
Deficits in earnings 
and profits are taken over, but their recogni 
tion is somewhat limited insofar as offsetting 
earnings and profits of the acquirer (Section 
381). Whether a distribution by 
tion to its shareholders is taxable 
dend or 


a corpora 
as a divi 
treated as a return of capital d 


pends ordinarily on whether the corporation 


has earnings and profits (Section 316)—th« 
more earnings and profits, the higher the 
income tax on its distributions. There are 
cases where it is undesirable for a corporate 


purchaser to acquire earnings and profits for 


such a reason Likewise, if a ci 


poration 1s 
concerned about the imposition of an “ac 
cumulated earnings tax” (Sections 531 and 
addition o1 


profits through an acquisitic 


following), the 


earnings and 


nm may aggravate 
its position 

I have thought for 
ation in a special case. In the event stock 
is to be then if it 


transter tax 


one more consider- 
used in the acquisition, 
is issued for stock 
will be incurred on its distribution to the 


selling stockholders. On the 


assets, a 
other hand, if 
the acquirer’s stock is 
for the stock of the acquired corporation, 
then there will be a stock transfer tax on 
transfer of the acquired stock. This is a 
relatively small point but, in the past, it has 
been worthy of Supreme Court 
(Ravybestos-Manhattan, Inc. v. U. S 
{ 9007, 296 U. S. 60). 


issued in exchangs 


treatment 


, 06 1 ust 


In summary, it appears that the tax prob 
lems which threatened ihe 
corporate 


purchases and 
past, 
and which in a number of cases have pre 
vented such sales and purchases, have been 
substantially clarified by the 1954 Code. To- 
day, purchase rs and sellers can make 
carry out their 


sales of businesses in the 


and 
with a reasonable 
certainty as to the tax consequences which 


will follow [The End] 


bargains 


A Philadelphia taxpayer, called into the district office to explain two of his 
listed dependents, revealed finally that one was his mother-in-law and 

the other his dog. A further check revealed—after he had been advised that 
the animal could not be claimed—that he had spent 

$50 more on support of the dog than of the mother-in-law. 
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Tax Aspects of Buying Loss Corporations 


Under the 1954 Code 


By ALBERT E. ARENT, Berge, Fox & Arent, Washington, D. C. 


DB sade E the sustained efforts of the 
Treasury Department and the Congress 
to prevent the use of loss corporations for 
tax avoidance, corporations with large op 
erating loss carry-overs continue to be sold 
premium. This paper will attempt 
through a few examples to illustrate how 
such corporations 


at a 


loss 


continue to 
opportunities tor tax savings 


present 


We need not concern ourselves with the 
rather common and uncomplicated situation 
where acquiré the stock of 
and by pouring 
into its 


persons a loss 
corporation and 
skill without 


changing its type of business or location, in 


resources 
operation succeed, 
making it a profitable venture, free of in 
come tax burdens until the loss carry-over 
is exhausted. Nor is there any problem when 
a loss corporation, without any major change 
in its ownership, proceeds to acquire profit- 
able new lines of business which enable it 
to make use of its loss carry-overs. These 
practices are entirely unobjectionable. Dif- 
ficulties arise only when a major change of 
stock ownership is accompanied by changes 
in the type 
corporation 


of business carried on by the 
It is principally this area which 
we intend to explore 


Let us first consider the 
up in 


tax benefits built 
It has a $25,000 
surtax exemption,’ which it is probably not 


using, 


a loss corporation 


and in an excess profits tax year it 
might have an even greater exemption from 
that tax. It 


overs.” 


has net operating loss carry 
It probably has property which has 
decreased in value below cost, so that there 
is a potential tax loss on its sale and, if the 
property is depreciable, there is a current 
depreciation deductinn in excess of actual 
depreciation. Suppose another taxpayer has 

1 While the $25,000 amount is not termed an 
‘“‘exemption,’’ the surtax applies only to income 
in excess of this anmmwunt. (1954 Code, Sec. 11.) 

All references in this article to sections of the 
law are to the Internal Revenue Code of 1954, 
unless otherwise indicated 
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money-making lines of business; it is tempt 
ing for him to acquire such a corporation, 
to put the new business into it, and to apply 
these tax benefits against the income of the 


new business. 

One extreme set ot 
illustrate most of the 
Let us assume a casé 


facts can be used to 
involved, 
in which Mr. A owns 
all of the stock of the A Corporation, which 
was issued to him for $1 million cash. The 
A Corporation operated for two years with- 
out any profits, but with $400,000 in operat- 
ing losses which can be carried over. At the 
end of two 
properties, as follows: 


problems 


vears it has three 


groups of 
Cost 

$480,000 
20,000 
100,000 


Value 
$ 10,000 

90,000 

150,000 


Group 1, depreciable 
Group dep eciable 
Group 3, inventory 
Total $600,000 $250,000 
Assume further that Mr. X is operating 
several highly successful a 
sole proprietor. Mr. A offers to sell him the 
stock of the A Corporation for a price based 


businesses as 


on the value of its assets, plus a part of the 
value of the tax benefit from its loss carry 
over. X wants to buy the A Corporation so 
as to get the benefit of the $400,000 loss 
carry-over; he wants to retain the high 
basis of the Group 1 depreciable assets so as 
to get a high depreciation deduction and, if 
he sells such assets, a tax loss. On the other 
hand, he would like to step up the basis of 
the Group 2 depreciable assets so as to get 
depreciation on the present value, for which 
he will pay full price; and he would like to 
step up the value of the inventory to what 
he pays for it, so as to avoid tax on the 


appreciation in value over original cost 


2$Sec. 172 There is now a two-year carry- 
back and a five-year carry-forward of net oper- 
ating losses; however, as a general rule, the 
number of years to which the loss may be 
carried, and the adjustments in determining 
the loss, are governed by the rules applicable 
to the year of the loss. See Sec. 172(e¢), (f) 
and (g). 
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Let us consider what happens to Mr. X 
if he makes a purchase in various ways. 
Note that we are dealing with one purchaser, 
Mr. X. The problems I shall discuss would 
not arise if, instead of X, we had a group of 
investors so large that no ten persons (plus 
those holding an interest equal to any of 
the ten largest stockholders) acquired 50 
per cent of the stock. However, if the group 
should, by reason of its concerted action, be 
held to be a joint adventure or partnership, 
the constructive ownership rules would ap- 
ply, and we would have the same problems 
as are present when Mr. X acts alone. 


First Approach 


Mr. X purchases the property from the 
corporation. He then gets a new tax basis 
equal to his purchase price.’ He secures no 
tax benefits, except the stepped up value 
for the depreciable property in Group 2 and 
the inventory in Group 3 


Second Approach 
Mr. X purchases all the stock of the A 


Corporation. He contributes the assets in 
his sole proprietorship to the corporation. 
In this way he retains the high basis for 
the Group 1 assets, but suffers the burden 
of the low basis for the Group 2 assets and 
the inventory. This may satisfy X if the A 
Corporation continues to get the $400,000 
loss carry-over. His first problem in getting 
that carry-over is Section 382(a) of the 1954 
( ode 


This is a new provision in the Code. It 
denies the carry-over where there is a change 
in both the stock ownership of the corpora- 
tion and its trade or business. Let us first 
consider the stock ownership problem 


+ Sec. 1012 

* Sec. 382(a)(1) and (2) 

' Sec. 382(c), which reads as follows 

(c) Definition of Stock.—-For purposes of 
this section, ‘stock’ means all shares except 
nonvoting stock which is limited and preferred 
as to dividends.”’ 

*Sec. 382(a)(4) However, under Sec. 382 
(a) (1) (B) Ci) an increase in percentage of 
ownership as a result of the redemption of 
other stock (except a redemption under Sec 
303 to pay death taxes) is treated in the same 
manner as an increase in percentage of owner- 
ship as a result of a purchase 

'Sec. 382(a)(3) The last sentence of Sec 
382(a)(2) provides that related persons will be 
treated as one person ‘‘solely for the purpose 
of selecting the 10 persons (more or less) who 
own the greatest percentage’ of the stock 
Suppose that X and A are related persons, as 
they could readily provide by forming a part- 
nership in another venture. It is then possible 
to argue that since they are deemed only one 





The statute looks to the ten people owning 
the greatest percentage of the stock at the 
end of the year to which the loss is carried, 
and to a similar group determined at the 
beginning of such year and at the beginning 
of the preceding year. If the stock owner- 
ship of any one or more of these people at 
the end of the year has increased over his 
ownership at the beginning of that year or 
of the preceding year, and if the increase 
includes at least 50 per cent of the stock of 
the corporation, then this change-of-owner- 
ship requirement is met.* For this purpose 
nonvoting preferred stock is ignored.’ Fur- 
thermore, a stock increase caused by gift, 
tax-free reorganization, or other transfers 
not constituting a purchase of stock are also 
ignored.” Under this rule, in the instant 
case, X, by buying all of the stock of A, has 
met the first condition which makes Section 
382(a) apply 

He cannot avoid this condition by splitting 
the stock with his wife or children or by 
buying some of it through trusts or family 
corporations. The constructive-ownership 
rules of Section 318 apply’ in determining 
his ownership, and these rules are very far 
reaching. 

X, therefore, can get the carry-over only 
if he avoids the second condition by having 
the corporation continue its former trade or 
business. We then come to the question of 
what constitutes the continuance of the trade 
or business. 


The Treasury has issued no regulations on 
Section 382. The committee r« ports do give 
a little help. The conference committee re- 
port says the following 


“If the corporation continued to carry on 
substantially the same trade or business, th« 





person, and that person owned all the stock 
of the A Corporation both before and after the 
purchase, there is no change of ownership 
Furthermore, a purchase from a person whose 
ownership of stock would be attributed to the 
purchaser under Sec. 318 is not a purchase 
which brings Sec. 382(a) into operation. See 
Sec. 382(a)(4) For this purpose, the require 
ment in Sec. 318 for a 50 per cent stock owner 
ship for attribution between shareholders and 
their corporation does not apply Thus, if X 
forms the X Corporation, and owns all its stock 
except for one share held by A, and if the X 
Corporation purchases from A all of the stock 
of the A Corporation, the X Corporation is pur- 
chasing stock from a person whose ownership 
of stock is attributed to it, and this is not a 
purchase within the definition of Sec. 382(a)(4) 
The government and the courts may not accept 
either of the foregoing interpretations of the 
statute since they seem to do violence to the 
Congressional objective 
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limitation 


would not be applicable even 
though the corporation also added a new 
trade or business.” * 


Accordingly, X can put his sole proprie- 
torship into the corporation without fear of 
losing the carry-over. His problem, then, is 
what constitutes the continuance of the old 
business. The Senate Finance Committee 
report says that if “the corporation shifts 
from one type of business to another, dis- 
continues any except a minor portion of its 
business, changes its location, or otherwise 
fails to carry on substantially the same trade 
or business as was conducted before... .”* 
then there is a change of business. This 
statement in the committee report is probably 
one of the delaying factors in the issuance 
of regulations, for it makes little sense. It 
indicates that if there is not a shift from 
one type of business to another, there is no 
change within the meaning of the statute, 
but a change of location is such a change 
even though the type of business is the same. 
Suppose that the A Corporation was a 
distributor of household appliances, and that 
it operated in rented office space and had a 
rented warehouse. There is danger under 
the committee report of losing the loss carry- 
over if it changes its office or its warehouse, 
even though the location of neither is signi- 
ficant to the business. It is highly unlikely 
that the statute will be given such a narrow 
construction in final 


regulations or court 


decisions. 


Since the enactment of this provision there 


have been advertisements of loss corpora- 


tions for sale to taxpayers in the same line 
of business. The type of business for sale 
is usually one, like a construction company, 
where 


location is not 


significant. Those 


taxpayers, at any rate, are not taking too 


seriously the committee’s comment about 
change of location 
The statement in the committee report 


also would find a change of business if any 
part of the old business was discontinued by 
the corporation, unless the discontinued part 
was “a minor portion of its business.” Sup 
pose an unprofitable line caused the operat 
ing loss. It would little 
prevent the corporation from discontinuing 
this line of products 


make sense to 


It should be noted that if a loss corpora 


tion had ceased business there 


entirely, 


* Conference report, 1954 Code; H. Rept. 2543, 
p. 40. 

* Report of Committee on Finance, H. R. 8300 
(83d Cong.); S. Rept. 1622, p. 285 
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would be no trade or business to be “con 
tinued.” The law can be construed two 
ways: (1) that this requires the application 
of the prohibition of Section 382 even if the 
discontinued business were revived, or (2) 
that Section 382 cannot apply, since the 
acquiring corporation has continued what- 
ever there was. The first interpretation is 
the only one consistent with the purpose of 
the statute, and will probably be 
upon by the government. 


insisted 


The essence of the statute is that the cor- 
poration should continue substantially the 
same trade or business. The question, “What 
is the trade or business of a corporation?” 
is not unique to Section 382(a). It is also 
vital to Section 346, relating to partial liqui- 
dations, and Section 355, relating to spin- 
offs, as well as to other sections, such as 
Section 446, which permits different methods 
of accounting for different 
these other sections, the Commissioner will 
probably be striving to include as much as 
possible within one trade or business.” Such 
an approach will be helpful to the taxpayer 
seeking to avoid Section 382(a), who claims 


businesses. In 


his new activities are substantially similar to 
the old ones. The principles of these other 
sections should apply under Section 382(a), 
since the same concept is involved. In deal- 
ing with a specific case the taxpayer should 
feel free to argue for his position by refer- 
ence to the rulings on these other provisions 


In any event, in order to get the loss 
carry-over, X must either continue the old 
business of the A Corporation when he adds 
his new business to it, or must be ready to 
show that the new business is substantially 


the same as the old one 


Third Approach 


X doesn’t like the problem of continuity 
of business. He has heard that if the change 
of ownership results from certain types of 
reorganizations or the liquidation of a sub- 
sidiary into a parent 
381(a), another new 


Section 
provision of the law, 
allows the successor corporation to succeed 


corporation, 


to the benefits of the loss carry-over." He 
has also been told that while Section 382(b), 
discussed below, provides a limitation on the 
application of Section 381(a) in connection 
with 


reorganizations, it does not require 


continuation of the business, and does not 





” See, for example, the proposed regulations 
on Subch, C, published December 11, 1954, and 
not yet made final, at Sec. 1.355-1(c). 
"Subsec. 381(c)(1) details the method of 
computing and applying the amount of the loss 
carry-overs in the year of the transfer. 
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apply at all to liquidations He therefore 
incorporates the X Corporation, which is 
sues to him all of its stock in exchange for 
the assets in his proprietorship, plus cash.” 
The X Corporation purchases all of A’s 
stock. The A Corporation then becomes the 
wholly owned subsidiary of the X Corpora- 
tion, and the X Corporation liquidates th: 
A Corporation.” At this point, X finds that 


under another new provision of the 1954 
Code, the X Corporation gets the assets of 


the A Corporation in liquidation at a basis 
equal to the purchase price of the A stock.” 
That is, the so-called Kimbell-Diamond ™ rule 
of Section 334(b)(2) applies so as to prevent 
a transfer of basis from the A Corporation 
to the X Corporation, He further finds that 
where the carry Over in a 
Section 381 does not operate to 
loss carry-over.” X can avoid 
this obstacle by operating the A Corpora 
tion for more than two years before adopting 
the plan of liquidation, but he then would 
have to meet the 


basis does not 
liquidation, 


preserve the 


change-of-ownership and 
continuation-of-business 
382(a) for those twi 


rules of Section 


years 


Fourth Approach 


X tries another approach 
A to sell out for stock in the 
poration. 


He persuades 
new X Cor- 
They accomplish this by having 
the X Corporation issue 15 per cent of its 
stock to the A Corporation for all of the 
properties of the A Corporation. The X 
Corporation then gets these properties at 
the same basis as in the hands of the A Cor- 
poration, and also gets the net operating 
loss of the A Corporation. This is a reor- 
ganization under Section 368(a)(1)(C), and 
Section 381 allows the transfer of the net 
operating loss in the case of any reorganiza 
tion described in Section 368(a)(1), except 
an exchange of all the stock of a corpora 
tion solely for voting stock of another cor- 
poration (that is, a so-called clause (B) 
reorganization), and except in the case of 
a recapitalization.” 


However, X then learns that the X Cor- 
poration does not get all, but gets only part, 


” This is a nontaxable transaction. Sec. 351. 

“ This is a nontaxable transaction. Sec. 332. 

” Sec. 334(b)(2) 

6 Kimbell-Diamond 
Dec. 17,454, 14 TC 74 
187 F. (2d) 718 (CA-5). 

*% See the exception in Sec. 381(a)(1). 

See Sec. 381(a)(2). 

*In addition to the provisions of Sec. 382(b), 
discussed below, Sec. 381(c)(1) imposes limita- 
tions on the loss carry-overs whenever the 
acquisition causing the transfer of losses occurs 
on a date other than the last day of the taxable 
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of the net operating loss carry-over.” While 
the X Corporation does not have to meet 
the continuity-of-business test, since Section 
382(a) does not apply, Section 382(b) does 
apply to losses transferred to a successor 
corporation in a clause (C) reorganization, 
and requires that the stockholders of the 
loss corporation must receive at leas 
cent of the 


tion.” 


20 pet 
stock in the successor corpora 
If they do not receive 20 per cent of 
the stock of the successor corporation, then 
the loss carry-over is proportionately re 
duced. This means that 5 per cent of the 
loss carry-over is disallowed for every 1 per 
cent their ownership drops below 20 per cent 

In this case, since the A Corporation re 
ceived only 15 per cent of the stock, the X 
Corporation would get only 75 per cent of 
the $400,000 loss carry-over of the A Cor 
poration. 


Fifth Approach 


X reads Sections 381 and 382 more care 
fully, and finds a gap in them. If he has X 
Corporation trade 15 per cent of its voting 
stock to Mr. A for all of Mr. A@ stock in 
the A Corporation, this would be a reor 
ganization covered by Section 368(a)(1)(B) 
Section 381 would not apply in such a case, 
with the result that the A Corporation con- 
tinues to have its own carry-over and the 
X Corporation does not get any carry-over 
from its acquisition of the A Corporation 
stock. At the same time, the prohibitions of 
Section 382(a) do not apply, since this ex- 
change is not a change of ownership through 
a “purchase” of stock as the term “pur 
chase” ti 382(a).” In ad- 

“purchase,” 
is defined in the section which enacts the 
Kimbeil-Diamond rule." Therefore, if the X 
Corporation, after acquiring the A Corpora- 
tion in a clause (B) reorganization, should 
liquidate the A Corporation, it would receive 
the A Corporation assets without a change 
of basis. Now Section 381 does apply to 
such a liquidation, and does give the X Cor 
poration the loss carry-over of the A Cor- 
poration. Furthermore, the limitation rules 


is defined in Secti 


dition, it is not a as that term 


year of the acquisition For the necessary 
adjustments, see Sec. 381(c)(1)(B) and (C). 


” Sec. 382(a) does not apply, since there is 
no change of ownership by ‘‘purchase’’ as de- 
fined in Sec. 382(a)(4). 

2” Sec. 382(a) (4). 

7 Sec. 334(b)(3)(A) (stock acquired with a 


transferred basis is not purchased stock); Sec 
362(b) (stock acquired in a reorganization has 
a transferred basis if the consideration for the 
acquisition is stock issued by the acquiring 
corporation) 
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of Section 382(b) do not apply to either a 


clause (B) reorganization or a liquidation,” 
so that the X Corporation would get all of 
the carry-over even though the stockholders 
of the A Corporation got less than 20 per 
cent of the stock in the X Corporation. 


But X 
there is a “step transaction” doctrine, undet 
which the two steps, first, the clause (B) 
reorganization and second, the liquidation, 


then learns, to his dismay, that 


could be considered together, and Section 
382 might be applied to him on the ground 
that in substance he accomplished a clause 
(C) reorganization, that is, an exchange of 
voting stock for property, and this constitutes 
which Section 382(b) 


As noted above, if Section 382(b) 


a reorganization to 
will apply. 
applies, it disallows 25 per cent of the loss 
because the old stockholders receive only 15 


per cent of the st ck of the new corporation, 


Sixth Approach 


X still thinks he is on the right track with 
a clause (B) reorganization, that is, with the 
X Corporation acquiring from Mr. A ali of 
the A Corporation stock by issuing to him 
15 per cent of its voting stock. As I previ 
ously stated, Section 382(b) does not apply 
Neither does 
Section 382(a), which requires a continuity 


to a clause (B) reorganization 


of business when there is a change of own 
ership, apply to a clause (B) reorganization; 
this section applies only when the change of 
ownership is by purchase, and purchase is 
defined for this purpose as the acquisition 
of stock with a basis determined solely by 
i holder.” The 
acquisition of stock in a clause (B) reo: 
ganization results in a 


reference to its. cost to the 
transferred basis 
and is not a purchase as defined in Section 
382(a). Therefore, the X Corporation, after 
acquiring in this manner all the stock of the 
A Corporation, may put into the A Corpora 
tion an entirely new line of business, discon- 
tinuing the old business of the A Corpora- 
tion, and the revitalized A Corporation wil! 


still have its net operating loss carry-overs 


The X Corporation, of course, must remain 


a substantial operation in is own right; 
otherwise, under the principle of Gregory v 
Helvering,™ this procedure might be treated 
as identical with the second approach, previ 
ously discussed: a direc’ purchase by Mr. X 
of the A Corporation stock. 





22 See footnote 19 

™ Sec. 382(a)(4) X could also avoid Sec. 
382(a) and (b) by acquiring control in a Sec. 
351 transaction (property paid in for stock). 
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Mr. X now learns that he must consider 
the possible effects of two other sections of 
the tax laws, Section 269 and Section 1551. 


Section 1551, formerly Section 15(c) of 
the 1939 Code, disallows the $25,000 surtax 
exemption of any corporation created to ac- 
quire property trom another corporation, or 
not actively engaged in business at the time 
of such acquisition, if the transferor cor 
poration or its shareholders are in control 
of the transferee after the transfer, unless the 
transferee establishes “by the clear prepon- 
derance of the 


evidence” that securing such 


exemption was not a major purpose of the 
The regulations provide an addi 


tional exception for the case were money is 


transfer 


transferred, even if the money is immediately 
used to purchase stock in trade or similar 
property from the transfero1 


In the transfer of 
property is the contribution of new business 
assets by X Corporation to A Corporation. 
Since A Corporation was not created to ac 
quire these assets, the first situation calling 
for the application of Section 1551 is not 
present. Similarly, since Corporation A was 
an active business before the transfer, the 
second situation is also not present. Section 
1551 will not apply to Corporation A. Fur- 
thermore, while Corporation X was not pre- 
viously in active 


instant case, the only 


business, it has 


" received 
property only from individuals, that is, as- 
sets and cash from Mr. X and stock in the 
A Corporation from Mr. A. Therefore, Sec- 
tion 1551 will not apply to Corporation X 


since it only applies to a corporation receiv- 


ing property from another corporation. 


Since Section 1551 does not apply to either 
corporation, Mr. X must then turn his at- 
tention to Section 269, formerly Section 129 
of the 1939 Code. 


This section may apply whenever any per- 
son or persons acquire control of a corpora- 
tion, and for this purpose control means 
ownership of stock having at least 50 per 
cent of the voting power or at least 50 per 
cent of the value of all stock. The section 
also may apply whenever one corporation 
acquires property with a transferred basis 
from a second corporation which is not con 
trolled by the first corporation or its share 
holders. In either event, the section will 
apply only if the following additional con- 
dition is present: The principal purpose for 
which such acquisition is made is the evasion 
or avoidance of federal income tax by secur 


* 35-1 ustc 1.9043, 293 U. S. 465. 
*® Regs. 118. Sec. 39.15-2(d). 
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Section 129 of the 1939 Code and its 
successor, Section 269, attempt to do 
too much. Section 129 came into the 
law as a part of the Revenue Act of 
1943, and it was conceived as a 
device to protect the Treasury from 
loss of excess profits taxes 

through multiple corporations and 
through trading in items making up 
the excess profits credit. 


ing the benefit of a deduction, credit, or 
other allowance which such person, that is, 
the one ac quiring control, or such corpora 


tion, that is, the one acquiring the property, 


would not otherwis« If such condi 
, the deduction, credit, or other 
disallo ved, but the 


allow part of it or 


enjoy 
tions are met 


allowance is Commis 


allocate 


sioner may may 


it among the corporations involved 


Che regulations under this 
1939 Code (Section 129) recite 


, Suc h AS 


section in the 
several court 
cases Gregory and Griffiths, that upset 
tax-avoidance devices, 
of the old Code 
Section 24 and 


tions then state 


and several sections 
disallowing losses, 
Section 130.” The regula 
that Section 129 is in addi- 


tion to all of these principles and provisions 


such as 


against tax avoidance, and may operate 
either in conjunction with them or separately 
The regulations further state that if the pur 

or avoid tax exceeds all other 
it is the principal purpose They 
proht corporation ac 

quiring a loss corporation and then bringing 
the prohts and the loss deductions together, 
and as 


pose to ¢ vacde 
purposes, 


Zive as examples a 


another example a corporation ac 
with a substituted 


higher than market value in order to get tax 


quiring property basis 


1 
losses 


This section appears to cover quite nicely 
all dealings in loss corporations, and raises 
the question of 


Section 382 


why there is any need for 
The answer is that Section 129 
and its successor, Section 269, attempt to do 
too much. Section 129 came into the law 
World War II, as a part of the 


Act of 1943, and it was conceived 
as a device to protect the Treasury from 


during 
Revenue 


loss of excess profits taxes through multiple 


*% Regs. 118, Sec. 39.129-2 
ing, cited at footnote 24; Griffiths v. Helwering, 
40-1 ustc ¢ 9123, 308 U. S. 355 (1939) 

7 Regs. 118, Sec. 39.129-3 

*™Sec. 129 was added to the 
Sec. 128 of the Revenue Act 
February 25, 1944 
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corporations and through trading in items 
making up the excess profits credit.” It is 
so broad that neither the revenue agent 
nor the taxpayer can know when it applies 
and when it not. It depends upon a 
type of subjective intent, a principal purpose 
to avoid or evade tax, so that ordinarily the 
Commissioner will not give a ruling on this 
fact question. In short, the 1 
signed to operate as a broad club which the 
Treasury policymakers (for no one below 
them has guides) can 
from time to time when they 
actions are getting out of hand 


does 


section 1s de 


any precise swing 


believe trans 
A club like 
this in the law produces such troublesome 
uncertainty that everyone concerned, other 
than the Treasury policymakers, seeks to 
cut it down to a more reasonable rule. 


For example, no case has been found in 
which this section, standing alone, has been 
successtully appli d 
to the 


One flagrant case went 


lax Court after the law was enacted 


but involved a year to which the new law 
did not apply. This case, Alprosa Watch 
Corporation,” involved a corporation whicl 


developed losses while in the glove-manu 
facturing business. A new group bought all 
its stock, sold its glove 
to the 
name, 


making assets back 
former stockholders, 
and proceeded to 
rather than gloves 


changed its 
deal in watches 
Despite all these changes 
the Tax Court allowed the corporation now 
in the watch business the benefit of loss 
carry-overs trom the when it made 
gloves and had a different name and different 


stockholders 


years 


The case involved a year to 


which Section 129 did not apply, but the 
court took occasion in a dictum to state 
that Section 129 would not apply in any 


“that 
prohibit the use of 


event, since section would seem to 
a deduction, credit, o1 
allowance only by the acquiring person o1 
corporation and not their use by the cor 


poration whose control was acquired.’ 


Within a month after the Alprosa Watch 
decision, the same court issued an opinion 
in Commodore's Point Terminal Corporation,” 
involving an attempted application by the 
Commissioner of Section 129. 
the sole 


In this case, 
stockholder of the petitioner cor 
poration sold to it 
another 


a controlling interest in 
corporation. The 
poration had losses, the acquired corporation 


petitioner cor 


paid large dividends, and the maneuver 


committee reports on this provision in its 
various stages may be found in 1944 CB 919, 
938 (Ways and Means Committee Report), 993 
1016 (Senate Finance Committee Report), and 
1069 (conference report) 

2 CCH Dec. 16,559, 11 TC 240 (1948) 

* CCH Dec. 16,602, 11 TC 411 (1948) 
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“While equitable considerations 
evidently play little or no part in the 
settlement of tax problems, we think 
logic still plays a part unless 
expressly ruled out by the language of 
the statute.''"—Judge Goodrich, 


Haggart's Estate v. Commissioner 
(CA-3, 1950). 


transferred the dividends from the personal 


income of the stockholder to his cor- 


sole 
poration, where there was both a dividends- 
received credit and a loss to eliminate any 
tax on the dividends. The Tax Court said 
that Section 129 did not apply, for several 
reasons. One reason is that the section ap 
plies only where the benefit acquired is a 
result of the acquisition of control; here the 
receipt of profits and the amount of the 
dividends-received credit were proportionate 
to the stock held, regardless of whether or 
not a controlling interest was held. Further 
more, this was not an acquisition of deduc- 
tions, credits or allowances from the acquired 
corporation. The tax benefits from 
the receipt of dividend payments from the 
acquired corporation, and were never avail 
able to the acquired corporation or to the 
sole stockholder Finally, the Tax Court 
found that there was a good business pur- 


pose in into the 


arose 


getting income petitioner 


corp ration. 


Certainly, the judicial climate so far is not 
favorable 
1 Ig) a1 


to the Treasury’s use of Section 


Section 129’s successor, Section 269 of the 
1954 Code, has an interesting new provision, 
a presumption that the objectionable intent 
exists if the purchase price is substantially 
disproportionate to the adjusted basis of 
the assets, plus the tax 
acquisition.” 


benefits from the 
This presumption has mystified 
many readers of the law. Where assets art 
substantially appreciated or depreciated in 


value, paying for them at present value 


causes the presumption to arise. This makes 
little sense for appreciated assets, and the 
committee report indicates that in using the 


* For a strong criticism of the dictum in the 
Alprosa Watch case, see Tarleau, ‘‘Acquisition 
of Loss Companies,”’ 31 TAxes 1050 (December, 
1953). 

The following cases involved an attempted 
application of Sec. 129: Commissioner v. Chel- 
sea Products, Inc., 52-2 ustc §{ 9370, 197 F. (2d) 
620 (CA-3):; Dilworth v. Henslee, 51-2 ustc § 9413, 
98 F. Supp. 957 (DC Tenn.); Alcorn Wholesale 
Company, CCH Dec. 18,034, 16 TC 75 (1951); 
Berlands, Inc. of South Bend, CCH Dec, 18,067, 
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term “substantially disproportionate,” Con- 
gress was thinking only of situations where 
the purchase price is substantially less than 
the adjusted basis of the property transferred.” 
In such a case the statutory presumption 
does make sense. The acquiring party then 
gets a potential tax loss from the high basis 
it takes over and, if the assets are depreciable, 
it gets a high depreciation deduction 


In other parts of the 1954 Code which 
establish statutory presumptions, there is 
frequently a statement that absence of the 
conditions which are presumed to make the 
statute applicable does not give rise to a 
presumption that the statute is not appli 
cable. Congress inserted no such provision 
in Section 269, and one may well argue that 
absence of 
new 


the conditions specified in the 
shall be taken into 
account as indicating that the statute does 
not apply. 
one need 


subsection (c) 


If this argument has merit, no 
fear Section 269 unless the pur 
chased corporation has property which has 
depreciated in value 


However, in the case I have presented to 
you, Corporation A has property with an 
adjusted basis of $480,000, the present value 
of which is $10,000. The presumption of 
Section 269 will apply. Does Section 382 
affect or prevent the application of Section 
269? This is the type of question which 
should be answered in the regulations when 
they are issued. The law is silent. Section 
1551, which disallows the surtax exemption, 
specifically states that Section 269 shall also 


apply. Section 382 has no such statement. 


report on the 1954 Code 
One is a general explana 
that actual 
committees of Congress, 
sometimes called the “guff,” and the other 
is a detailed explanation written by and for 
technicians, referred to as the “rehash.” In 
demonstrating the need for Section 382, the 
general explanation states that the prior 
provision, Section 129, was ineffectual be 
cause of the necessity of proving that tax 
avoidance was the primary purpose of the 
transaction, and also that Section 129 has 
been uncertain in its effects and places a 


The committee 
is in two parts: 
tion of the type 
attention of the 


receives the 


16 TC 182 (1951); WAGE, Inc., CCH Dec. 19,301, 
19 TC 249 (1952 See also, Alpha Tank & Sheet 





Metal Manufacturing Company v. U. 8., 53-2 
ustc { 9657, 116 F. Supp. 721 (Ct. Cls.) (in- 
volving both Sec. 129 and Sec. 45 of the 1939 


Code) 
* Sec. 269(c) 
*% Senate Finance Committee report, cited at 
footnote 9 at p. 228. 
“See, for example, Sec 


Al(c) and Sec. 302 
(b) (5). 


961 








ww ee ee eee 


premium on litigation and a damper on 
various business transactions.” If Congress 
was bringing any certainty into the tax laws 
by Section 382, it did so only if Section 382 
is exclusive, not if Section 269 still continues 
to apply. Furthermore, under ordinary rules 
of statutory construction, the specific pro- 
visions of Section 382 should control over 
the general provisions of Section 269. 


In the technical part of the committee re- 
port, however, there is a statement that if 
a limitation under Section 382 applies to a 
loss carry-over, then Section 269 shall not 
also apply, but if a limitation under Section 
382 does not apply, that fact shall have no 
effect upon whether Section 269 applies.” 
The statement not indicate what is 
meant by a limitation under Section 382. 
Presumably, a limitation under: Section 382 
applies only if something is disallowed by 
that section. In the case of a change of 
ownership, subsection (a) disallows the en- 
tire carry-over. In the subsection 
(b), a proportionate part of the carry-over 
may be disallowed if the stockholders of the 
old company receive less than 20 per cent 
of the stock of the new company. If by a 
limitation under Section 382 the committee 
report means a disallowance, then there is 
a premium on using Section 382(b) and 
securing some small disallowance under that 
section. For example, if the old share- 
holders receive 19 per cent of the stock, 
rather than 20 per cent, and thereby forfeit 
5 per cent of the carry-overs, this disallow- 
ance would free the new corporation of the 
danger that Section 269 will apply. 


does 


case of 


If one may hazard a guess in advance of 
regulations on this question, it is that a 
taxpayer need only concern himself with 
the specific guides of Section 382. In ap- 
plying Section 269, both the government 
and the courts will probably take into ac- 
count the rules of Section 382 as standards 
of propriety for dealings with such corpo- 
rations, If the taxpayer acts properly within 
the rules of Section 382, the possibility of the 
application of Section 269 (and if applied, 
being sustained in court) is far less likely 
than before the enactment of Section 382.” 
We may expect that in a case which avoids 
Section 382, Section 269 will be applied 
only if the facts are really flagrant. Need- 
less to say, it always behooves a taxpayer, 
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when dealing with a corporation, to put his 
best foot forward in showing business rea- 
sons for his transaction and avoiding crea- 
tion of a sheil corporation, and we will assume 
that Mr. X is sufficiently wise to do this. 


If we stop to review the six approaches 
which have been discussed so far, we will 
see that our second approach affords a 
simple route where it is possible to con- 
tinue the loss corporation’s line of business 
and our sixth approach provides the maxi- 
mum benefit when the previous business 
cannot be continued. In both situations we 
have suggested creating profits in the loss 
corporation by contributing to it profit- 
making assets and lines of business. Some- 
times the same result can be achieved with- 
out increasing the loss corporation’s assets, 
but, instead, merely channeling into the 
corporation profit-making opportunities. For 
example, Mr. X or the X Corporation 
might be able to utilize services that A 
Corporation could provide, purchase goods 
from the A Corporation, or rent some of its 
properties on a reasonably generous basis 


Seventh Approach 


Mr. X is reconciled to the fact that 
whether he proceeds by the second or the 
sixth route, he cannot take 
the $50,000 appreciation in inventories for 
which he has paid in the purchase price of 
the A Corporation stock. He balks, how- 
ever, at losing, in addition, the benefit of 
the $70,000 appreciation in the Group 2 de- 
preciable assets for which he has likewise 
paid in full. We suggest a possible solution 
if he is willing to liquidate A Corporation 
after its carry-over losses have been ex- 
hausted, which we assume will take 
less than two years. 


advantage of 


not 


First, however, he should, if possible, find 
a buyer for A Corporation’s Group 1 depre- 
ciated assets, so that the large loss resulting 
from their high basis can be utilized by the 
A Corporation. 


If Mr. X proceeds by the second route 
and personally acquires the stock of A Cor- 
poration, it is a simple matter to liquidate 
after A Corporation has run dry as a means 
of tax saving and thereby to acquire the 


appreciated assets at a stepped-up basis 





*™ Senate Finance Committee report, cited at 
footnote 9 at p. 53. 

“Senate Finance Committee report, cited at 
footnote 9 at p. 284. 

“For a further discussion of Sec. 269, see 
Liles, ‘Section 209 of the 1954 Code: Acquis!i- 
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tions to Avoid Federal Income Tax,'’ 41 Ameri- 
can Bar Association Journal 936 (1955); 
Sugarman, ‘‘Organization of a Corporation: New 
Considerations Under the Internal Revenue Code 
of 1954," Western Reserve Law Review (Sum- 
mer, 1955), 333 at p. 372. 
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reflecting their full value. If, however, A 
Corporation’s line of business is being dis- 
continued, it will be necessary to modify 
our sixth approach in order to avoid a tax- 
free liquidation which would prevent the 
appreciated assets from acquiring a stepped-up 
basis in ‘liquidation. 

This can be done by having the X Corpo- 
ration sell to Mr. X, at some time prior to 
the liquidation, slightly more than 20 per cent 
of the stock of the A Corporation. If the 
X Corporation at the time of the liquidation 
holds less than 80 per cent of the stock of 
the A Corporation, then the liquidation of 
the A Corporation will be a taxable liquida- 
tion.” The X Corporation has a basis for 
its A Corporation stock fixed by its cost, 
which reflected the appreciated value of the 
A Corporation property as well as its tax 
benefits; Mr. X has a cost basis for his 
stock in the amount of the purchase price, 
which presumably reflected the value of the 
A Corporation property at the time of his 
stock purchase. These stockholders will 
have capital gain only if the A Corporation 
property has further appreciated so as to 
exceed their cost basis for the A Corpo- 
ration stock; if not, there will be no gain 
and, because the cost basis of the stock 
STATEMENT 
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held by the X Corporation reflected the 
value of the tax benefits, there may be a 
capital loss to it on the liquidation. In any 
event, the property of the A Corporation 
will, after the liquidation, have a basis in 
the hands of the X Corporation and of Mr. 
X equal to its fair market value.” 


Enough of Mr. X. He seems to have 
found quite a few ways of profiting from 
the acquisition of a loss corporation. It is 
not likely that you or I will find our real 
clients so adaptable to every opportunity for 
tax saving, but we cannot close our eyes to 
the possibilities that loss corporations, de- 
spite Sections 269, 1551 and 382, still present. 


This discussion has rested to a large ex- 
tent on the bare provisions of the law and 
the committee reports. There are few guid- 
ing rules from the Treasury or the courts 
on the new provisions of the 1954 Code. 
I believe the approach in this discussion 
may best be summarized by a statement by 
Judge Goodrich in Haggart’s Estate v. Com- 
missioner: “While equitable considerations 
evidently play little or no part in the settle- 
ment of tax problems, we think logic still 
plays a part unless expressly ruled out by 
the language of the statute.” [The End] 
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so that the “partnership interest of the A Cor- 
poration, and not this property, is transferred 
to the X Corporation in liquidation. But see 
See. 482 (formerly Sec. 45 of the 1939 Code), 
relating to the power of the government to 
allocate income among different businesses con- 
trolled by the same interests. 

” 50-1 ustc { 10,772, 182 F. 
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Insurance, Annuities and 
Other Employee Benefits 
from the Executive's Point of View 


By MIDDLETON MILLER 
Sidley, Austin, Burgess & Smith, 
Chicago 


QU! H 


are selected by 


titles as the 
executive 


encompassing above 


program di- 


rectors, seldom voluntarily by a_ writer, 
and are impossible to cover within the 
limits of papers such as this. Not since 


Bernard of Chartres claimed all knowledge 


as his province in the twelfth century—or 
at least since 1913—should one individual 
attempt the task at any length. Random 


observations or, more accurately, regurgi 


tations on federal tax 


aspects ot 


would be 


some 


employe benefits closer to the 


mark lhe 


cial 


word “executive” has no sp 
significance 
is that the 


compensated 


except the presumption 


executive is moderately well 
that employ 
ment is desirable from the employer’s point 
of view both to 
opposed 
to those of the employer) and to benefits 
by reason of employment 


benefits obtained by 


and continued 


Speculation is limited 
employee tax considerations (as 
(as opposed to 
virtue of 
other 


existing 
ownership of stock o1 


interest) 


propt retary 


Group Insurance 


First to be 
pure 


considered is group life in 
risk devoid of 
short 


surance term 


rhe 


invest 


ment element answer: Such 

' Federal income and estate taxes are the sole 
concern. The impact of the myriad other taxes 
(federal, state and their subsidiary political 


subdivisions) are cheerfully ignored 


2 Regs. 118, Sec. 39.22(a)-(3) and correspond- 
ing provisions of prior regulations; L. O. 1014, 
2 CB 88 (1920); G. C. M. 16069, XV-1 CB 84 


(1936) 

‘Internal Revenue 
(1954 Code sections hereafter designated by 
section number only). See Sec. 105 for inclusion 
of health and accident benefits in income of the 
alling executive 

* Sec. 101(a) 

* Sec. 2042(2) Possession of an 
ownership is now the sole test 
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Code of 195, Sec. 106 


incident of 
Right of bene- 


December, 1955 ® 


group insurance trom the 


standpoint 


executive’s tax 
dandy 


Under long-standing and believed cur 
rently continuing administrative practice of 
the Commissioner of Internal Revenue, 
premiums on group life insurance, the bene 
ficiaries of which are 
ployees, are not 
when paid.’ 
insurance 


designated by em- 
income to the executive 
By statute, health and accident 
premiums are excluded 
Group insurance proceeds payable on the 
death of the 
come tax as amounts received under a life 
insurance contract paid by 
death of the 


also 


executive are exempt trom in 


reason of the 
insured.* 


lf the 
the beneficiary 


executive has no control ove 
designation and the 


insurance is not 


group 
payable to his executor, 
subject to 


the proceeds are not federal 


estate tax in the executive’s estate upon 
and since the premium payment 
temporarily in the 
that the 


toward the group insurance premium 


his death; 


test 1s now discard, it 


matters not executive contributes 


On the other hand, if the 
the mght to designate 


executive has 
a beneficiary, or the 
group insurance 15s payable to his executor, 
the proceeds will be subject to estate tax 
in his estate.’ In short, the members of the 
group will be 
income, tax for the 
beneficiary 


executive 
but not 


subijec t to estate, 


priv ilege of 
designation 


Theoretically, at least, the willingness 


of the employer to pay premiums and the 
ficlary designation is the only incident 
there is any likelihood the executive will 
sess under group term insurance 
of course, was early 
incident of ownership 
of City of Neu 
U. S. 327 (1929) The frequently troublesome 
problem of reversionary interest can hardly 
arise if the employer takes out the insurance. 
But the fact that income tax regulations (foot- 
note 2) mention beneficiaries designated by the 
employees in describing group insurance indi- 
cates possible resistance to parlay of income 
and estate tax exclusion. 

*S. Rept. 1622, 83d Cong., 2d Sess., p. 472. 

? Sec. 2042. 
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that 
pos- 
This power, 
recognized as a taxable 

Chase National Bank 
York v. U. 8., 1 ustc { 346, 278 


, 








amount of group insurance the underwriter 
is willing or permitted by law to write, 
mark the limit of these benefits. There is 
no constricting tax requirement of nondis- 
crimination between 
amount limit. 


This benign tax 
cursory examination. 
desirability of 


employees or dollar 


atmosphere calls for 
Apart from the social 
moderate amounts of life 
insurance, the group concept itself imposes 
some limit upon manipulation. Perhaps a 
trend in insurance regulation to lower the 
minimum size of the group and limit the 
amount of insurance per group member 
already exists. For example, in Illinois the 
group limit has recently been lowered from 
25 to ten and a maximum dollar limit of 
$40,000 or 150 per cent of annual compen- 
sation, whichever is 
posed.” While the age of the executive, 
with attendant premium cost, is not neces- 
sarily a function of value to the employer, 
expense May well be an 


lesser, has been im 


item 


Nor should one overlook that the exemp- 
tion is administrative 
statutory 


interpretation, not 
exclusion; 
license can be carried too far.’ 

The 


contract 


express conceivably, 


provision in the 
which 


group insurance 
permits the executive to 
individually upon with 


drawal from the group does not change the 


carry insurance 
tax consequences to the executive prior to 
withdrawal.” After the severed, 
the individual insurance contract is treated 


cord is 


as any other owned by the executive which 
has similar terms and benefits. But add 
an investment element to the contract- 
a reserve available for than 
term insurance (call this group permanent 
or whatever)— 
shifts to the 
element 


benefits other 

incidence 
investment 
the execu- 


and income tax 


executive. If the 


is actually available to 


*H. B. 905, Sec. 1, Laws 1955; Illinois Re- 
vised Statutes, 1955, Ch. 73, Sec. 842 

* Contrast the present tax position of retire- 
ment annuity contracts with the treatment given 
administratively in 1935. ‘It is held that con- 
tributions made by an employer for { pur- 
chase of retirement annuity contracts for the 
benefit of his employees] do not constitute in- 
come constructively received by the employees."’ 
I. T. 2891, XIV-1 CB 50 (1935) The original 
basis for exemption of group insurance, that 
‘a feeling of contentment’’ does not afford a 
basis for income taxation, has not uniformly 
prevailed since 1920. Compare L. O. 1014, cited 
at footnote 2, with Burnet v. Wells, 3 ust 
{ 1108, 289 U. S. 670 (1933). Repeated appear- 
ance of the dispensation in Treasury regulations 
with successive re-enactments of the law offer 
an exceptionally strong case for exemption 
See Helvering v. Winmill, 38-2 usrc { 9550, 305 
U. S. 79, at p. 83; but cf. Trust of Bingham v 
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tive and is nonforfeitable, the premiums 
paid by the employer for this element are 
taxable to the executive.” In a contributory 
group contract it behooves the executive to 
see that his contribution goes toward ele- 


ments other than term insurance. 


Individual Insurance Contracts 


Taxwise, an individual life insurance con- 
tract taken out by the employer stands at 
the other pole from group life insurance. 
As far as the executive is 
don’t. If the executive has nonforfeitable 
rights under the individual life insurance 
contract, he receives taxable income as pre 
miums are paid.” 


. 12 
concel ned _— 


Individual life 
executives 
useful 


insurance 
may well be, and 
mediums to meet the employer's 
obligations; but from the executive’s view 
point, care should be taken that the cir 
cumstances under which these contracts are 
acquired and maintained do not lead a 
guardian of tax revenues to conclude that 
the executive has acquired enforceable rights 
in a 


contracts on 


often are, 


contract. The prospect of paying in- 
come tax on premiums without being able 
to realize on the contract is not guaranteed 


to please the executive. 
Individual life insurance contracts, and 
group contracts, too, if the settlement pro- 
visions so provide, qualify for a 
$1,000 exclusion 
a surviving The exclusion is the 
so-called interest element of death benefits 
payable over a period of time, rather than 
in a lump sum.” limited 
takes the place of the former broad exemp- 
tion of all contractual death benefit 
ceeds of life insurance contracts.” 


special 


annual from income of 


spouse, 


This exclusion 


pro- 
sut the 
exclusion does not apply to interest paid 
under an agreement to pay interest on 
Commissioner, 45-2 usr 
at p. 377 

” Rev. Rul. 54-165, 1954-1 CB 17. 

' Mim. 6477, 1950-1 CB 16 

*% Stock ownership or other proprietary con- 
siderations are beyond the scope of this paper. 
For an example of successful integration of an 


{ 9327, 325 U. S. 365, 


individual life insurance contract with a pro- 
gram for acquisition of the executive's stock, 
see Special Ruling of June 27, 1955, CCH 
Standard Federal Tax Reports (1955 Ed.), 
{ 37,347. 

% Commissioner v. Bonwit, 37-1 wustc 9 9104, 


87 F. (2d) 764 (CCA-2) 
Sec. 101(d)(1)(B). This exclusion seems to 
apply to ‘‘excess interest’ paid in addition to 
contractual amounts. S. Rept. 1622, 83d Cong., 
2d Sess., p. 182 
% Commissioner wv. 


Pierce, 45-1 vusre {% 9123, 
146 F.. (2d) 388 (CCA-2); Jones v. Commissioner, 
55-1 ustc { 9479, 222 F. (2d) 891 (CA-7) 


965 








insurance proceeds.” This interest exclu- 
sion for a spouse may be supplied equally 
well from other insurance, and so consti- 
tutes no effective incentive to persuade an 
employer to acquire individual contracts 
on the executive’s life 


Annuity Contracts 


An annuity for instant purposes means 
an agreement by a company engaged in the 
business of writing such agreements to pay 
periodic amounts during the life of the 
executive, not an agreement by the em- 
ployer. Group annuities have their chief 
function in so-called qualified employee 
plans and will be considered later. Com- 
ments in this section do not apply to 
annuities under qualified plans. 


soth individual and group annuities, if 
the executive has no enforceable interest, 
are presumably investment mediums for 
the employer. Again, the executive’s main 
concern taxwise is to negative any en- 
forceable right. 


If the executive has nonforfeitable rights 
to an annuity contract which is not pur- 
chased under a qualified plan, real tax 
disaster awaits. This is particularly true 
should the executive first obtain rights 
when the contract has fat values. The 
executive is subject to income tax on the 
employer's contribution despite the fact that 
the annuity has no present cash, or im- 
mediately realizable, value and cannot be 
assigned; payments are deferred; and the 
executive may not live to receive any pay- 
ment.” Sad indeed. Tax-conscious ex- 
ecutives should eschew all nonforfeitable 
annuities outside of qualified plans. 


It is small comfort that once the ex- 
ecutive has “bought” the annuity by paying 
income tax on its value, he is entitled to use 


% Sec. 101(c). 

Sec. 403(b). The language of this section 
is not so significantly different from prior law 
to indicate that the pre-1954 tragedies of non- 
qualified nonforfeitable annuities will be 
averted. Renton K. Brodie, CCH Dec. 12,907, 
1 TC 275 (1942); Blliott C. Morse, CCH Dec. 
18,759, 17 TC 1244 (1952), 53-1 ustrce { 9202, 202 
FP. (2d) 69 (CA-2) 

™ Sec. 72(f). For a comprehensive survey of 
the tax incidence on employees of annuity pay- 
ments, see Garner, ‘Income and Estate Taxa- 
tion of Annuities,"’ Proceedings of New York 
University Thirteenth Annual Institute on Fed- 
eral Taxation (1955), p. 265. 

* Secs. 2029(a) and 2039(b) (survivor an- 
nuity, or executive-possessed right to lump-sum 
payment). While limited to the portion of the 
value of the surviving right attributable to 
the executive's contribution, for this purpose the 
executive's contribution inciudes employer con- 
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the employer contributions as his own in- 
vestment in the contract for the purpose 
of determining the income tax status of 
annuity payments actually received.” 


Should the nonforfeitable annuity con- 
tract have a death benefit (preretirement 
benefit in the case of a deferred annuity) 
or give the executive a right to designate a 
surviving annuitant of the contract, then 


value at time of death of such interest 
which survives death is taxable in the 
executive’s estate for federal estate tax 


purposes.” Forfeitable annuities may be 
safe from estate tax.” If the executive 
irrevocably designates a death beneficiary 
or a surviving annuitant, he probably has 
made a taxable gift.” 


$5,000 Employee Death Benefit 


The 1954 Code contains a new, or per- 
haps revised, income tax provision exclud- 
ing amounts not exceeding $5,000 received 
by beneficiaries or the estate of an em- 
ployee, if paid by or on behalf of the em- 
ployer by reason of the employee’s death.” 
The benefit may be contractual or volun- 
tary, but it discourages executive turnover: 
only $5,000 in total, regardless of the num- 
ber of employers.” The exclusion does not 
extend to interest on the benefit.* Joint 
and survivor annuities apparently were in- 
tended to be excluded,” and the exclusion 
does not apply to amounts to which the 
executive had a nonforfeitable right while 
living.” 

The problem of whether or not this sec 
tion changes the law on widows’ benefits is 
not yet settled. Prior to the enactment of 
the 1954 Code, contractual payments to the 
extent of $5,000 were excluded from income 
of the recipient by statutory provision.” 
Voluntary payments to a widow were ju- 
dicially, but not administratively, excluded 





tributions made by reason of employment 
S. Rept. 1622, 83d Cong., 2d Sess., p. 471. 

* Estate of M. Hadden Howell, CCH Dec 
17,834, 15 TC 224 ‘1950); Estate of Emil A 
Stake, CCH Dec. 16.582, 11 TC 817 (1948). 

7. T. 3322, 1936-2 CB 177. But hope of 
avoiding gift tax on election of a survivor 
annuity should not be abandoned. See Charles 
L. Jones, CCH Dec. 13,565, 2 TC 924, at p. 936 
(1943). 

2 Sec. 101(b). 

%S. Rept. 1622, 83d Cong., 2d Sess., p. 14 
And if more than one beneficiary, the $5,000 
benefit is allocated in proportion to total pay- 
ments by reason of death. Proposed regula- 
tions, Sec. 1.101-2(c). 

*% Sec. 101(c). 

% Sec. 101(b)(2)(C). 

* Sec. 101(b)(2)(B). Except for qualified 
plans in certain instances, see below. 

27 1939 Code, Sec. 22(b)(1)(B). 
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from gross income;™ but voluntary pay- 
ments to the executive’s estate were 
subject to income tax.” Are voluntary em- 
ployers’ death benefits in excess of $5,000 
to widows still in the nature of gifts and 
nontaxable? Language of the Senate Finance 
Committee report indicates that the new 
section “parallels” (is coextensive with or 
supersedes?) the old contractual benefit 
provision of Section 22(b)(1)(B); but no- 
where in the report is there indication of 
special treatment for the widow as opposed 
to other beneficiaries.” Sure only is the 
continued Internal Revenue Service position 
of taxability. 


Certainly the time to negotiate death 
benefits of more than $5,000 for the execu- 
tive’s widow is after the executive’s death, 
not before. 


The estate tax considerations for the 
$5,000 benefit do not differ from those for 


other death benefits under nonqualified 
plans. Where the benefits are contractual 
and not forfeitable, Section 2039 applies 


and their value is includable if any annuity 
or other payment was payable to the ex- 
ecutive (any decedent) or he had the right 
to receive such payment. If the executive 
has the right to designate the beneficiary, 
the position of the Internal Revenue Service 
for other than qualified plans presumably 
is that the value of the benefit is includ- 
able.” But the Commissioner has not fared 
too well in estate tax litigation in this gen- 
eral area. Taxability of a death benefit un- 
der a plan, payable only at the discretion of 
an employer, has been limited to employee 
contributions, and selection of a survivor 
annuity in reduced amount did not import 
taxability.* Voluntary payment by an em- 
ployer to an executive’s beneficiaries which 
is disassociated from traffic with the execu- 





tive during life 
inclusion of 
gross estate. 


surely does not require 
its value in the executive’s 


Qualified Plans 


Qualified plans“ are broad base vehicles; 
they must not discriminate in favor of 
upper echelon employees” (executives). 
From an executive’s standpoint the un- 
deniable tax benefits are tempered by the 
realization that any substantial benefit to 
an executive is apt to prove costly to the 
employer because of the concomitant re- 
quirement of appropriate benefits to other 
employees. 


Chief among the income tax advantages 
under the 1954 Code is capital gain treat- 
ment of lump-sum payments on account 
of an employee’s death or separation from 
service.” The gain is the amount by which 
the distributions exceed the employee con- 
tributions, reduced by tax-free distributions, 
and is taxed as gain from sale or exchange 
of a capital asset held for more than six 
months.” A _ potential hazard is the “by 
reason of separation from service” require- 
ment. Capital gains treatment is not avail- 
able for distributions either before separation 
from employment or afterward, except by 
reason of such separation. An executive's 
deferred compensation agreement which re- 
quires continued services after “retirement” 
will defeat capital gains treatment. 


Another benefit to the executive is ob- 
tained if the so-called “lump sum” distri- 
bution comprises securities of the employer, 
in which case they are taken up by the 


employee at the lower of cost or fair 
market value.” 
Income from pensions and annuities, 


whether or not from qualified plans, consti- 





2% Alice M. MacFarlane, CCH Dec, 19,235, 19 
TC 9 (1952); Louise K. Aprill, CCH Dec. 17,275, 
13 TC 707 (1949); Estate of Arthur W. Hell- 


strom, CCH Dec. 21,191, 24 TC No. 101 
(1955); I. T. 4027, 1950-2 CB 9. 
* Estate of Edgar B. O’Daniel, CCH Dec. 


16,343, 10 TC 631 (1948), 49-1 ustc { 9235, 173 F. 
(2d) 966 (CA-2); Estate of Edward Bausch, 
CCH Dec. 17,728, 14 TC 1433 (1950), 51-1 ustc 
4 9146, 186 F. (2d) 313 (CA-2). 

*S. Rept. 1622, 83d Cong., 2d Sess., pp. 14, 
180. The Internal Revenue Service concedes 
death gratuities can still be gifts not subject 
to income tax. Rev. Rul. 55-609, I. R. B. 
1955-41, 9 (Congressman’s widow). 

1G. C. M. 27242, 1952-1 CB 160. See also 
Rev. Rul. 158, 1953-2 CB 259; but cf. Estate of 
William J. Higgs v. Commissioner, 50-2 vustc 
{ 10,782, 184 F. (2d) 427 (CA-3). 

2 Estate of Emil A. Stake and Estate of M. 
Hadden Howell, cited at footnote 20. But the 
Tax Court on occasion has excluded the entire 


Federal Tax Conference 


value, including employee contributions. Hstate 
of William 8. Miller, CCH Dec. 17,610, 14 TC 
657 (1950). acq. I. R. B. 1955-41. 

* Qualified plans here include pension, profit- 
sharing and stock bonus plans of employers for 
the exclusive benefit of employees, or their 
beneficiaries, which meet the requirements of 
Sec. 401, and annuity plans referred to in Sec. 
403(a) which satisfy the requirements of Sec. 
401(a)(3), (4), (5) and (6). No distinction 
will be made between plans implemented by 
trusts (402) or by annulty contracts (403). 

* Officers, shareholders, supervisory or highly 
compensated employees. Sec. 401(a)(4). 

™ Secs, 402(a)(2) and 403(a)(2)(A),. ‘Lump 
sum’’ is a misnomer. If all distributions are 
made within one taxable year of the recipient, 
they qualify. 

* Secs. 402(a)(2) and 403(a)(2)(A). 

" Sec. 402(a)(2). Unrealized appreciation of 
the employer's securities is excluded from 
capital gain computation. 
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tutes retirement income, a dubious benefit 
in view of the $1,200 annual limit and the 
social security deduction.” Distributions 


from a noncontributory qualified plan are 
taxable as received. Under the three-year 
rule the executive will ordinarily get his 
entire contribution back before paying in- 
come tax on distributions.” In general, 
the ordinary rules for taxation of annuities 
govern where the three-year rule is not 
applicable.” 
Ordinarily, the executive’s beneficiaries 
step into his income-tax-wise. An 
exception is the $5,000 benefit 


which is “lump 


shoes 
exclusion 
dis- 
tributions to employee beneficiaries under 


applicable to sum” 
whether or 
not the employee’s rights are forfeitable.” 
1954 
advantage to 
made to 


qualified plans, irrespective of 


From the 
Code 


qualified 


estate tax aspect, the 


gives another signal 
plans. If payments are 
other than the 


a noncontributory qualified 


a beneficiary employee's 


executor under 
plan, the value of the payments is excluded 
from the employee's gross estate; but if the 
qualified plan is 
attributable to the employee’s contribution 


is included.” E:nployer 


contributory, the portion 


contributions do 


not count as employee contributions for 


estate tax purposes here.* 


Restricted Stock Options 
That stock 


favorable income tax 
able If the 
to negotiate a 


restricted options receive 


treatment is undeni 


executive is fortunate enough 


propitious one, the option 


has fiscal advantage as well—no 
down 


money 
and there are no tax requirements 
other 


as to inclusion of 


employees, only 
business and corporate legal considerations 


* Secs 
” Sec 


37(c) (1) (A) and 37(d) 
72(d). Amount equal to employee con- 
tributions excluded from gross income 

” See Garner, work cited at footnote 18 

“Sec. 101(b)(2)(B). Excluded from 
income of the recipient. 

“Sec. 2039(c)(1). A retirement annuity con- 
tract purchased by the employer receives the 
same treatment Sec. 2039(c)(2). Query as to 
other types of annuities not purchased by quali- 
fled trusts 

* Sec. 2039(c). 

* Restricted stock options are those which 
meet the tests of, and are covered by, Sec. 421 

* Sec. 421(a). 

“The Senate Finance Committee report on 
Sec. 130A of the Internal Revenue Code of 1939 
(the precursor of Sec. 421) indicates that the 
85 per cent requirement was designed to cover 
fair market value determination difficulties for 
unlisted stock (S. Rept. 2375, 8lst Cong., 2d 
Sess.; 1950-2 CB 483, at p. 527). In providing 
a 15 per cent margin, those responsible for the 
report obviously ignored their valuation experi- 
ence in the field 
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also drawbacks. Funds are 
required from the executive. 
To preserve his favorable tax position the 
executive must exercise, not sell, the option; 
and the executive can postpone the exer- 
cise date no longer than three months after 
termination of employment.” Furthermore, 
the restricted stock option is fairly well 
limited to corporate employers whose stock 
has an established market. The require- 
ment that the option price be at least 
85 per cent of fair market value (95 per cent 
for maximum tax shelter) at the f 


3ut there are 
eventually 


time of 
the grant of the option leads to uneasiness 
and perhaps contest if the optioned stock 
is without established market.” 


The position of the 
Service is that if an 


Revenue 
attempt 
within the 8&5 per cent 
rule, the executive realizes ordinary income 


Internal 
unsuccessful 
is made to come 
on the spread between option price and 
stock value at the time of grant.” 
Assuming the executive successfully nego- 
restricted stock option 
follows through on 


and 
exercise 


tiates a cor- 
and 
holding, his income tax position is pleasant: 


tax neither on the 


rectly 


grant nor on exercise, 
only on disposition—and then the execu- 
tive’s gain is taxed as long-term capital 
gain if he holds the stock for two years 


from the option grant and six months from 
the stock transfer.* 


executive his 
into the shoes 
The estate 
may exercise the option without tax; the 
requirement as to 


death of the 
general, 
of the executive income-tax-wise. 


Upon the 


estate,” in steps 


three 
months of termination of employment does 
not apply.” The better off than 


exercise within 


estate is 


* Regs. 118, Sec. 39.22(a)-(1) (ce) 

“Sec. 421(b). This assumes a 95 per cent 
or higher option. If the option price is 85 per 
cent to 95 per cent of fair market value, the 
executive realizes ordinary income on such dis- 
position (or upon his death) to the extent of 
the spread between the option price and fair 
market value at time of option grant, or amount 
realized on disposition if lower, and all re- 
maining gain is taxed as gain from disposition 
of a capital asset held more than six months. 

” Estate is shorthand The statutory lan- 
guage is ‘‘estate ... or person who 
acquired the right to exercise such option by 
bequest or inheritance or by reason of the 
death of the decedent.’’ Sec. 421(d)(6)(A). 

* Sec. 421(a)(6)(A) (i) It would seem the 
estate can exercise safely after a forgetful or 
impecunious executive has let the three-month 
period after termination of employment go by, 
provided ten years from the option grant have 
not elapsed. Sec. 421(e). 
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the executive and may sell immediately 
after exercise of the option, for the holding 
period does not apply.” 
the 


option and sale prices. 


The estate’s gain 
spread between the 
Attributes of ordi- 


is measured by 


nary income on disposition” apply to stock 
acquired through exercise of a less than 
95 per cent restricted stock option by an 
estate, but the estate gets an income tax 
deduction for whatever federal estate tax 
is attributable to the net value of the 
option. Restricted stock options present 


no federal estate tax problems apart from 
valuation. 


No acceptable solution to the restricted 


stock option for stock without established 
market appears. Appraisals can be chal- 
lenged. Restrictions purportedly fixing 


maximum market values discussed in the 
succeeding section are not wholly satisfactory 
The 


has 


variable price option provision ™ 
help. Ap- 
parently the main advantage of the variable 
price option in this connection is to start 
the clock the 
period. For example, a corporate employer 
contemplating that a market will be estab 


new 


been suggested as some 


time running on two-year 


lished in the future may offer a restricted 
stock option at 85 per cent (or 95 per cent 
if ordinary income attribution problems are 
to be avoided) of the market 


of the stock at the time of exercise. 


fair value 
Except 
for the holding period, all the advantages 
of such an option obviously can be obtained 
if the still 


corporate employer is willing 


to grant the option at the time market is 
established. 
Under the 1954 Code the general pro- 


visions making modifications or extensions 
of restricted stock equivalent to 
the grant of a 
where the average market for a year is less 


options 


new option are relaxed 


than 85 per cent of the stock value at the 
time of grant,” which may prove useful 
in a falling market 


5 Sec. 421(a)(6)(A) (i). Whether a capital 
gain is long or short term will depend upon 
when the stock was transferred upon exercise 
Sec. 1223(2). The estate gets no new basis, 
for Sec. 1014 (dealing with basis of property 
acquired from a decedent) does not apply to 
restricted stock options. Sec. 1014(d). 

@ All transfers of stock by an estate consti- 
tute dispositions. Sec. 421(d)(6)(A)(il). 

53 Sec. 421(d)(6)(B). The route is treating 
the ordinary income element as income in re- 
spect of a decedent under Sec. 691(a) and 
computing the deduction under Sec. 691(c) 
Should the transaction involve both ordinary 
income and capital gain, perplexities arise. See 
Casner, ‘The Internal Revenue Code of 1954 
Estate Planning,’ 68 Harvard Law Review 433 
(1955), at p. 4435 
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Nonrestricted Stock Options, 
Warrants, Stock Purchase Agreements 


The executive who embarks upon a non- 
restricted stock option should be prepared 
to do battle. The position of the Internal 
Revenue that the executive's 
gain on disposition of the stock acquired 
through exercise, or disposition of the option 
itself without exercise, is ordinary income.” In 


Service is 


1945 the Supreme Court held that income tax 
able as compensation was received by an em- 
ployee upon exercise of an option; but the 
Court recognized the record as presenting 
an option without market value at time 
of grant, intended by the employer as 
compensation to be derived by the 
ployee upon exercise z 
Department pushed 


em 
That the Treasury 
this holding too far 


seems apparent 


A distinguished and laconic critique by 
the Senate the time 
of adoption of the restricted stock option 
provision in 1950 concludes that the regu 
lations go beyond the Supreme Court de- 
cision.” Taxpayers 


Finance Committee at 


have generally fared 
well in litigation involving proprietary op 
tions in which the announced 
the employer is to enable the executive to 
and thus 
the 


distinguished from options designed as com 


intention of 


become an owner insure his 


continued interest in enterprise, as 


pensatory. But taxpayers have been forced 
to litigate, which is not a wholly practical 
solution to the problem. No court 
an option exercised after adoption of the 


case ol 


restricted stock option statutory provision 
yet found to the 
problem of whether or not pre 
empted the field with restricted stock options 


As the 


certiorari in a 


has been implement 


( ongress 


has 
proprietary option 
the Supreme Court now has an op 


Commissioner applied for 
stock 
. By 
case, 
portunity to lift the haze surrounding stock 
options or, perhaps 
fill in an 


more accurately, to 


interstice or two. 

* Sec. 421(d)(1)(A) (il) 

5° Sec. 421(e)(1). Relaxation of the exclusion 
of 10 per cent stockholders from restricted stock 
options in case of five-year options at 110 per 
cent of fair market value at time of grant is 
primarily an owner problem and hence beyond 
the scope of this paper. Sec. 421(d)(1)(C): 
S. Rept. 1622, 83d Cong., 2d Sess., p. 60 

“TT. T. 3795, 1946-1 CB 15: together with 
T. D. 5507, 1946-1 CB 18 (amending regulations) 


* Commissioner v. Smith, 45-1 wusrce % 9187, 
324 U.S. 177. 

*S. Rept. 2375, 8lst Cong., 2d Sess.; 1950-2 
CB 483, at p. 526 

% Commissioner v. LoBue, 55-1 ustre | 9505, 


223 F. (2d) 
ber 2, 1955 


367; certiorari applied for Septem- 
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Admitting the uncertainty surrounding 
nonrestricted stock options and that value 
problems well-nigh preclude restricted stock 
options for executives confronted with “non- 
market” stock, a nonrestricted option offers 
decided advantages to the venturesome 
executive. The generosity of the employer 
limits option price spread, rather than an 
arbitrary statutory 85 per cent of market 
figure. Should conditions change and make 
disposition advisable, the executive need 
hold the stock acquired on a proprietary 
option only six months for gain to be 
taxed as long-term capital gain,” or the 
option itself may be sold after six months 
with similar capital gain treatment.” 


Rights or options to acquire stock evi- 
denced by negotiable warrants offer at- 
tractive possibilities for an executive to 
realize upon an increase in value of the 
stock of his employer. The chief draw- 
back™ is the immediate outlay of funds 
(either by purchase or through income 
tax on the option value as compensation) 
and attendant risk of loss of investment 
should the warrant lose value. Of course, 
the problem of value of the warrant at the 
time of receipt remains. The fact of nego- 
tiability when added to arm’s-length deal- 
ing with the employer, supported by 
stockholder approval, should lessen the 
area of disagreement on value. The Com- 
missioner’s position of claimed compensation 
on subsequent exercise or disposition must 
still be met, albeit taxpayers have done so 
successfully.” Negotiability of the warrant 
itself militates against finding the warrant 
to be proprietary, although the theoretical 
possibility of a proprietary negotiable war- 
rant exists 3ut unless the option is 
acquired by purchase for full value, a tax 
on compensation received in the year of 
warrant acquisition has already been paid 
by the executive and presumably accepted 
by the Commissioner without demur. 


If the corporate owners tend toward new 
ownership by active management only, a 
stock purchase agreement with restrictions 
on disposition, in the form of either a first 


refusal or an absolute repurchase obligation 
of the employer, has proved useful. Where 
the stock has no established market, the 
problem of fair price is still present. 
Formulas which gear the executive’s ac- 
quisition price into the employer’s reacquisi- 
tion price, such as an acceptable price-earnings 
ratio or percentage of book, or combination 
of both, help in establishing a fair value 
Of course, marketability is not the sole 
criterion of value. Even a forced resale to 
the employer at a price identical to the 
purchase price might not fix the upper 
limit of stock value where generous divi- 
dend policy or other considerations make 
it apparent that the right to hold the stock 
has value out of proportion to the acquisition 
price. 


In one decision with which the Commis- 
sioner agrees, a divided Tax Court held 
that a prohibition on selling, coupled with 
a first refusal at the purchase price in case 
of termination of employment within one 
year and a first refusal at market for an- 
other year, left the restricted stock without 
ascertainable market value; therefore, the 
executive realized no income on acquisition, 
although the sellers marketed the stock to 
the public within a month at five times 
the executive’s purchase price.“ Assum 
ing the executive can again convince the ma- 
jority of the Tax Court, so far so good 


Another case with which the Commis- 
sioner agrees, again decided by a divided 
court, holds that the expiration of restric- 
tions on stock purchased pursuant to an 
option granted for services does not give 
rise to taxable income.” The cycle is 
complete. Acceptance of the protection of 
the Kuchman-Lehman combination by the 
tax bar is something less than unanimous 


These stock purchase considerations apply 
equally to executive nonrestricted stock 
options. Options can be given embodying 
similar restrictions on the stock received 
through exercise. The executive simply is 
not a stockholder prior to exercise; nor 
does he pay out as much initially. 





“On sale of stock the option period cannot 


be tacked onto the holding period. Helvering 
v. San Joaquin Fruit & Investment Company, 
36-1 ustc § 9144, 297 U. S. 496. 

" Estate cf Lauson Stone et al., CCH Dec. 
19,474, 19 TC 872 (1953), 54-1 ustrc § 9209, 210 
F. (2d) 33 (CA-3) 

@ The warrant concept, divorced of security 
ownership, may still have bad odor with some 
as essentially associated with promoters’ profits. 

® Estate of Lauson Stone et al., cited at 
footnote 61. Cf. McNamara v, Commissioner, 
54-1 ustc § 9255, 210 F. (2d) 505 (CA-7). The 
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Commissioner contended that I. T. 3795 was 
applicable in the Stone and McNamara cases. 

“ Harold H, Kuchman, CCH Dec. 18,934, 18 
TC 154 (1952), acq. 1952-2 CB 2. The Tax 
Court relies on a nonemployee case—Helvering 
v. Tex-Penn Oil Company, 37-1 wustc { 9194, 
300 U. S. 481. 

*% Robert Lehman, CCH Dec. 18.576, 17 TC 
652 (1951), acq. 1952-1 CB 3. Although the 
option was given for services, the recipient was 
not an employee, a circumstance which should 


not, but may, prove to distinguish employee 
cases. 
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Numerous possibilities exist with com- 
pliant employers to reduce the present 
value of the stock to be acquired by the 
executive without materially impairing the 
stock’s growth potential. These include 
corporate reorganization or readjustment of 
the corporate employer to place securities 
or stock” ahead of the “executive stock.” 
Subsidiary or affiliate corporations can be 
used to conduct a portion of the employer’s 
business, and stock presumably less valu- 
able acquired by the executive in the 
corporatioa which conducts the segment 
of the business where the executive’s main 
interest lies. 

Like restricted stock options, options and 
stock acquired by an executive under the 
circumstances of this section present no 
special federal estate tax problems other 
than valuation. Unlike restricted stock 
options, the executive’s successor, upon 
death, starts with a new basis.” 


Deferred Compensation Contracts 


Deferred compensation contracts for ex- 
ecutives have achieved popularity in recent 
years. When properly negotiated, they can 
both employer and employee; 
furnish tax shelter—postponement of tax— 


advantage 


to the executive; and, alas, postpone deduc- 
tion to the employer.” 


From the income tax viewpoint of 
the executive, the intrinsic strength of the 
deferred compensation agreement is the 
proposition that the value of an unsecured 
promise to pay money in the future of one 
who is not in the business of writing com- 
mercial annuities or assurances has never 
been regarded as a property interest suffi- 
cient to come within the doctrine of con- 
structive receipt and, hence, taxable to the 
executive on the cash basis.” This propo- 
sition is unlikely to be tested without the 
presence of buttresses. Requirements of 
the employer and, on occasion, caution of 
the executive’s tax adviser invariably im- 
pose conditions or contingencies upon the 
obligation to pay future compensation. One 
or more of the following appear frequently: 
noncompetition obligation to 
after retirement 


covenants, 
render advisory services ™ 





or to keep available at designated intervals, 
and requirements as to the financial con- 
dition of the employer at the time of pay- 
ment. Legitimate concern for inflation with 
formulas for adjustment of the payout on 
the basis of living costs, or variable pay- 
ments measured with reference to the exec- 
utive’s other income, render valuation of 
the future payout difficult. 


Should the obligation for future payout 
be funded under nonforfeitable circumstances 
by acquisition of a commercial annuity con- 
tract, by deposit of funds or other property 
in trust, or by similar arrangement adding 
a property right to the simple promise of 
the employer, then the executive pays 
present income tax as the price of the 
added protection.” 

If sums are payable to the widow or 
other surviving beneficiary of the execu- 
tive, the executive should expect the value 
of such rights at his death to be included 
in his gross estate for federal estate tax 
purposes. If the survivorship right under 
the contract is forfeitable at death, an 
unusual provision in a deferred compensa- 
tion contract, the potentiality of escape from 
estate tax exists.” If the executive is 
receiving payments under the contract at 
death, the usual situation, Section 2039 pre 
sents a formidable obstacle to escape of 
estate tax. At a minimum the employer 
should insist upon selection of a surviving 
beneficiary if estate tax considerations are 
crucial. If payments to the executive’s 
successor upon death constitute a portion 
of the employer’s earnings after death, the 
case for exclusion from the executive’s 
gross estate is strengthened.” 


Income-tax-wise, the executive’s cash- 


basis beneficiary should pay tax only upon 


receipt of payments. While most of the 
so-called nonforfeiture provisions normally 
do not apply to payments made after the 
death of the executive, the primary shield 
of “no constructive receipt” is still avail- 
able.* There is no reason to believe that 
the Internal Revenue Service will bear 
more harshly on widows than upon their 
presumably higher-bracketed spouses. If 
the value of the survivor's right is sub- 





“ Perhaps unnecessary is the caveat that 
preferred stock may carry the taint of Sec. 306. 

* Sec. 1014. Since compensation income is 
all realized prior to death (assuming the In- 
ternal Revenue Service errs in equating all 
options to compensatory options), no problem 
of Sec. 691, income in respect of a decedent, is 
involved. 

* Sec. 404(a) (5). 


Federal Tax Conference 


® Howard Veit, CCH Dec. 15,718, 8 TC 809 
(1947), acq. 1947-2 CB 4. 

*If postretirement services constitute em- 
ployment, the executive who is under the age 
of 72 loses social security benefits. 

™ The earlier discussion on annuities is 
relevant. 

™ See consideration of death benefits, above. 

% Bull v. U. 8., 35-1 ustce J 9346, 295 U. S. 247 

™ Howard Veit, cited at footnote 69. 
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jected to federal estate tax, the credit pro- 
vided by Section 691 for income in respect 
of a decedent should be available in com- 
puting the income tax liability of the execu- 
tive’s successor upon death. 


Potpourri 


Present tax brackets obviously render 
unsatisfactory executive nonqualified bonus 
plans in which the distribution consists of 
stock or other property unaccompanied by 
cash with which to pay the tax. Payments 
of substantial cash bonuses may be 
over a period of years 
Saving potential to a 
Franchises or 


spread 
with income tax 
cash-basis executive 
other agency arrangements 
bridged the gap between 
retirement and stagnation, 


with attendant ease of the income drop upon 


have sometimes 


the executive’s 


retirement. Persistent rumor indicates that 
legitimate expenses incurred by an execu- 
tive on behalf of, and paid by, an employer 
may cover expenditures which comfort an 
executive who enjoys his work. 

Personal sickness and accident policies 
may be purchased for an executive and the 
employer’s premium payments are not now 
taxable income to the executive; “ but policy 
benefi s are.” 

Finally, no fortunate executive who al- 
ready is the proud possessor of a unique 
“20, 12 and 5 year” employment contract 
giving him a right to a percentage of future 
profits of his employer is apt to overlook 
the capital gain privilege preserved to him 
under Section 1240. Such an executive has 
no use for this paper’s minutiae 


[The End] 


| WASHINGTON TAX TALK—Continued from page 870 


He urges Congress to give immediate at 
tention to (1) tax relief for small businesses 
and (2) the menace of tax-exempt organiza- 
tions, including mutual 
charitable 


cooperatives, 
and 
and pension funds 


7 homas N 


discusses 


associa- 


tions, educational foundations, 


New 


provisions of the 


Tarleau, of York City, 
Code 
position and he pro- 
“As to the future, I think it is clear 
that a radical revision of the law of transfers 
of tax desirable. This 
would be true if we were only troubled by 
the existing uncertain and erratic effect of 
the legal restrictions on such transfers that 
we now have. But the real problem is inher- 
ent in the whole policy of restricting such 
transfers at all. I 


special 
relative to tax loss 
ceeds 


loss carryovers is 


believe such restrictions 
to be inconsistent with the basic carryover 
principle. | would propose that we consider 
a revision of the Code which eliminates in- 
terference with free trade in tax loss carry- 
overs.” 


Leonard L 
D. ¢ 


Silverstein, of 
gives the 


Washington, 
committee the benefit of 
his opinion on corporate and intercorporate 
financial rearrangements. He points out that 
the treatment of stock dividends under the 
law and decisions of the courts represents 
a troublesome area. The tax policy here is 
that a shift in equity capital structure of a 
corporation, as represented by stock divi- 
dends, is not an appropriate occasion upon 
which to exact a dividend tax. “It seems 
quite obvious that the extremely wide lati- 


Sec. 106 
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tude given a corporation to ‘market’ a part 
of its surplus through a stock dividend dis- 
tribution will now serve even more 
than before to stimulate such transactions.” 


As to the effect of corporate income taxes 
on management policies, Harry J. Rudick 
of New York City, states: “It is abundantly 
clear—at least to a tax practitioner—that 
with tax rates at current levels, the provi- 
sions of the Federal income-tax law exert a 
significant influence on 
ment policies. 


corporate manage 
The degree to which execu 
tive judgment is affected, that is, made 
different from what it would be in the 
absence of the corporate income tax, will, 
of course, vary with time, environment— 
psychological as well as physical—industry, 
and the individual corporation and its man 
agement personnel. But it is plain that in 
certain areas, at least, corporate action or 
inaction will be influenced to a substantial 
extent—in some cases to a compelling ex- 
tent—by the tax consequences of such ac- 
Where management and 
ownership of the corporation are the same, 
tax considerations will usually assume a 
greater importance than where management 
and stock ownership are disparate. Where a 
corporation is publicly owned, tax consider- 
ations may be pushed to the background by 
other factors such as management-stockholder 
relationships or public relations generally 
However, even in such companies, manage- 
ment policies are affected to some degree 
by the provisions of the Federal income 
tax law.” 


tion or inaction. 


% Sec. 105 
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Books 


Tax Book 


Montgomery's Federal Taxes.” The Ronald 
Press Company, 15 East 26th Street, New 
York 10, New York. 


1955. $15. 


Chirty-sixth edition, 


[his is the 
very 


thirty-sixth edition of 
well-known and widely 
Like its predecessor 
prepared by the 
with the firm of 
Montgomery. 


The book follows a 


arrangement ot 


this 
volume. 
has been 


used 
volumes, it 
many experts 
Lybrand, Ross Bros. and 


associated 


short but adequate 
contents. The first and 
largest section is that of “Income Determi 
nation,” the next is 
tion,” and the third is 
and Payment.” 


“Business 


“ar 


Organiza 
Tax Determination 


Discussions of all of the problems in 
correlated in the 
first division and such subjects as deduc 


tion for interest, taxes, expenses, losses and 


determining income are 


depreciation, capital gains and losses, et 
are discussed here. The second section dis 
cusses the tax problems peculiar to doing 
business as a corporation and as a partnet 
ship, and the third 
contributions of Lybrand’s 


periods, 


section contains the 


experts cover 
ing accounting 


tax, its payment 


computations ol! 


and its refund. 


Che thirty-sixth edition, like the 
editions, has an up-to-date tax discussion 
of the federal income taxes of its contempo 
rary period 


‘I he book 1s 
contains tables 
subject by the 


or section 


previous 


thoroughly indexed and 
which refer the user to the 
section number of the law 
number of the regulation. A 
unique page numbering system is followed 
Each part (or chapter) is given a number, 
and each page of the chapter is numbered, 
beginning with 1 to the end of the chapter 
Part 4, 


Services,” is numbered from 1 to 


For instance, “Compensation for 


Personal 


Books 


Of 
Interest 
to the Tax Man 


149. Then Part 5 “Dividends and Stock 
Redemptions” begins again with page num- 
ber 1. There are 22 


the book. 


parts or chapters in 


The Reorganization 


Corporate Reorganizations 
Holzman. The Ronald Press Company, 
15 East 26th Street, New York 10, New 
York. Second edition, 1955. $15 


For this magazine carried 
Robert S. Holzman’s monthly column “Tax 
Classics.” It was widely read and appreci- 
ated, and while it has not been discontinued 
entirely, it has suffered from the author’s 
lack of time since he became professor of 
taxation at New York University and since 
he devoted so much of his time to writing 
the first, and now the 
this work on corporate 


His 


Robert S. 


many years 


second, edition of 


reorganizations 


hidden 
meanings of and for 
pulling the their implication 
from their woot is known by all readers of 
his column that there isn’t a 
ready-made canned definition for a tax-free 
reorganization, the author has relied upon 
examples which show the tests which are 
met to establish a 


capacity for explaining the 
“classic” tax 


threads of 


cases 


Realizing 


tax-free reorganization. 
These embrace such varied situations as a 
merger, an exchange of stock or securities 
for property, the extension of a bond ma- 
turity, the receipt of a stock dividend, the 
redemption of shares, a modification in the 
borrowing of funds, a partial liquidation, a 
recapitalization, the elimination of arrear- 
ages upon preferred stock, the issuance of 
rights, the reshuffling of the relative inte 
ests ot stockholders, the reincorporation oO} 
a company, the splitting of an enterprise 
into different units, the elimination of a 
stockholder, the 
stock in order to get a corporation’s assets, 
and virtually limitless 


dissident acquisition of 


other possibilities. 
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The book is intended to be as valuable 
to the highly experienced practitioner as 
to the new man in the field. There is a 
thorough study of every word of the reor- 
ganization definition as set forth in court de 
cisions and administrative rulings. Detailed 
attention is given to the new features laid 
down by the 1954 Code—modified treat 
ment of stock dividends, redemption of 
stock to pay death taxes, complete liqui- 
dation of subsidiary companies, treatment 
of stock rights, pro-rata distribution of 
stock in a controlled company, basis of 
property contributed to a corporation, sub- 
sequent reacquisition of redeemed shares, 
complete liquidation within one calendar 
month, receipt of new securities in exchange 
for old, assumption of liabilities, and numer- 
ous other topics. 


Thoroughly indexed and cross-referenced, 
the book is designed as a convenient work- 
ing manual. There are tables of cases, Code 
citations, and citations of administrative rul 
ings. A conversion chart co-ordinates spe 
cific sections of the old Code with the new 
Detailed checklists show what the taxpayer 
must do before and after reorganization if 
the tax exemption is not to be lost. The 
realistic and practical approach makes this 
an indispensable reference volume for all 
concerned with tax problems. 


The numbering system in this book fol 
lows the same pattern as that of the Mont- 
gomery book, explained above 


Up-to-Date Canadian Code 


Canadian Income Tax Act—1955. CCH 
Canadian Limited, 1200 Lawrence Avenue, 
West, Toronto 10, Ontario, Canada.* Twenty- 
second edition, 1955, 378 pages. $3. 


Income taxes first imposed in 
Canada by the Income War Tax Act, 
Chapter 28, Statutes of 1917, Almost every 
year since its inception, amendments were 
made to this act, extending the scope of 
the tax, changing the rates, changing ex- 
emption provisions and generally altering 
the act to prevent tax evasion. In 1948, a 
revised Income Tax Act, Chapter 52, 
Statutes of 1948, was passed, effective for 
1949 and subsequent taxation years. Ef- 
fective September 15, 1953, the Revised 
Statutes of Canada, 1952, came into force 
and the Income Tax Act again underwent 
revision. 


were 


This revision, however, was con- 


fined mostly to a renumbering of the parts 


° This book may be obtained in the United 
States from Commerce Clearing House, Inc., 
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and sections. The new statute is now 
Chapter 148, R. S. C. 1952, and became 
law September 15, 1953. Its application 
is set out in Section 143. 


This edition of CCH Canadian Income Tax 
Act reflects the latest amendments, as en- 
acted by Chapter 54 and 55, Statutes of 
1955, passed July 28, 1955. 


Helpful historical notes and cross-refer- 
ences to related sections have been added 
by CCH at the end of each section to facili- 
tate the use of the act for prior taxation 
years as well as for current purposes. 
Unconsolidated amendments to income tax 
law appear at the end of the consolidated 
act. 

A topical index at the back of the book 
makes all provisions readily available by 
subject. 


Puerto Rico Taxes 


What You Should Know About Taxes m 
Puerto Rico. Department of the Treasury, 
Office of Research and Statistics, San Juan, 
Puerto Rico. 1955. 65 pages. 


This booklet presents the basic facts 
about the major aspects of the Common- 
wealth of Puerto Rico’s tax system—the 
commonwealth’s internal taxes, its indus- 
trial tax exemption program and its tax 
relations with the United States Govern- 
ment. It has been specially prepared to 
answer, briefly and clearly, the questions 
on Puerto Rican taxes most frequently 
asked by persons who do business in 
Puerto Rico. 


This booklet presents information of par- 
ticular interest to persons in Puerto Rico 
who are subject to both federal and com- 
monwealth taxes or to federal taxes only, 
such as (1) United States mainland resi- 
dents living temporarily in Puerto Rico, (2) 
United States mainland persons in the 
process of establishing residence in Puerto 
Rico, (3) United States mainland persons 
who have officially declared their intention 
to become residents of Puerto Rico and 
later change their minds, (4) residents of 
Puerto Rico who move their domicile to 
the United States mainland, (5) members 
of the United States armed forces serving 
in Puerto Rico, (6) federal employees in 
Puerto Rico, resident and nonresident and 
(7) residents of Puerto Rico who earn a 
gross income of $600 or more from sources 
outside Puerto Rico. 








214 North Michigan Avenue, Chicago 1, Illinois, 
at $3 in United States dollars. 
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Articles 


Tax Credit for Foreign Affiliate 
Distributions in Liquidation 


This is a review of ‘Distributions in 
Liquidation as Dividends in the Foreign 
Affiliate Tax Credit of the 1954 Code," 
by Henry G. Beauregard. Virginia Law 
Review, October, 1955. 


Mr. Beauregard is an attorney, Wash- 
ington, D. C. 


This article takes the position that under 
the 1954 Code, distributions in liquidation 
received by a domestic corporation from a 
foreign affiliate are to be treated as “divi- 
dends” under the foreign affiliate tax credit 
(Section 902(a)). Section 902(a) grants to 
a domestic corporation, with respect to 
foreign income taxes paid by its foreign 
affiliate, a credit proportionate to “divi- 
dends” received from the foreign affiliate. 

The author’s position is predicated upon 
the fact that the foreign affiliate tax credit 
provision of the 1954 Code is silent as to 
the meaning of the 
used specifically in this tax credit, and 
upon the fact that the 1954 Code’s defini- 
tion of “dividend” incorporates only the 
first provision of the definition of “dividend” 
in the 1939 Code, omitting in the definition 
any provision 


term “dividends,” as 


whatsoever with 
distributions in liquidation. 


respect to 


Building up historical precedent for his 
position, the author states: “The results 
under the 1913 act demonstrate that: (1) 
‘Dividends’, in the early days of the income 
tax, naturally and normally, without need 
for general or specific definition, included 
distributions in liquidation of accumulated 
profits; (2) if a general definition of ‘divi 
dend’ may be considered inapplicable to 
the use of the term in a specific section— 
and it has been held that the general defini- 
tion of ‘dividend’ in the 1939 Code did not 


Articles 


Digests and Comments 
from Other Periodicals 


apply in determining the effective date of a 
dividend with respect to the distributing 
corporation [Commissioner v, Goldwyn, 175 
F. (2d) 641 (CA-9, 1949)]—and there is no 
specific definition, the meaning of ‘dividend’ 
would normally and naturally include, as 
it did under the 1913 act without any 
definitions, distributions in liquidation of 
accumulated profits; and (3) if ‘dividend’, 
without further definition, includes distribu- 
tions in liquidation of accumulated profits, 
any definition of ‘dividend’, to exclude dis- 
tributions in liquidation, must so state ex- 
pressly and clearly.” 

The author finds that the 1954 Code, in 
defining “dividend,” has reverted to the 
pattern of the Revenue Acts of 1916, 1917 
and 1921, omitting in the definition any 
provision whatsoever with respect to dis 
tributions in liquidation. Court decisions 
under the essentially verbatim definitions of 
the 1916, 1917 and 1921 acts lead the 
author to state that “it appears to be im 
possible to escape the conclusion that the 
general definition of ‘dividend’ in the 1954 
Code includes distributions in liquidation 
of profits accumulated since February 28, 
1913.” 

The author acknowledges that the 1954 
Code has dispersed through it the other 
14 provisions, formerly contained in the 
1939 Code’s section generally defining “divi- 
dend,” but, he says, “this dispersal separates 
the various tax ‘treatments’ of a ‘dividend’ 
very carefully from the definition of a ‘divi- 
dend’.” 

The author finds authority in Helvering 
v. Credit Alliance Corporation, 316 U. S. 107 
(1942), and companion cases under the 
1936 and 1938 acts and the 1939 Code, that 
“a tax credit pertaining to ‘dividends’, granted 
by a statutory section apart from the defini- 
tion of ‘dividend’, includes distributions of 
profits in liquidation, even in the teeth of 
(1) a qualification in the statutory defini- 
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tion of ‘dividend’ with respect to distribu- 
tions in liquidation, and (2) a subsection 
in the credit section purporting to allow the 
credit only. for ‘dividends’ taxable as such 
to the recipient. If these two adverse fac- 
tors are absent, as they are in the 1954 
Code in the relationship between the foreign 
credit for ‘dividends’ paid and the general 
definition of ‘dividend’, both of which are 
minus any qualification with respect to dis 
tributions in liquidation, the result should 
be a fortiori.’ 


Blessing and Burden 
in Patent Transfer Tax Changes 


This is a review of ‘Tax Consequences 
of Patent Transfers,’’ by F. Daniel Frost. 
Stanford Law Review, May, 1955. 


Mr. Frost is an attorney, Los Angeles. 


Section 1235 of the 1954 Code is not an 
unalloyed blessing, according to this article, 
though there seems to be more to be 
praised than censured 

Heading the list of blessings of Section 
1235 is the abolishing of the distinction 
between amateur and professional inventors 
and the declaration that there may be a sale 
or exchange of a patent, therefore entitling 
it to capital gains treatment even though 
payments are periodic or made as royalties. 

However, under the section, all transac- 
tions are considered sales or exchanges of 
capital assets held for more than six months 
This would seem to mean that any loss 
resulting from such a transfer would be a 
long-term capital loss. In such a situation 
the taxpayer would prefer to remain out 
side the section’s scope 

According to the author, “the confusion 
of prior law is far from ended,” since “Sec 
tion 1235 does not purport to cover all 
possible situations involving the transfer of 
patents.” 

In analyzing the significance of Section 
1235, the article refers frequently to tk” 
report of the Senate Finance Committee 
(Senate Report 1622, Ejighty-third Con- 
gress, Second Session (1954)). 

The article describes Section 1235 as 
providing, “in short, if ‘all substantial rights 
to a patent or an undivided interest therein’ 
are transferred, there is a sale of the patent 
and any income realized is capital gain.” 

According to the Senate report, the re- 
tention of a bare legal title or a security 





interest, such as a vendor’s lien or a reset 
vation in the nature of a condition subse 
quent, is not precluded by the reference to 
transfers “of all substantial rights.” 

While the report indicates that transfers 
terminable at the transferor’s will will not 
qualify, the article assumes this refers to 
unconditional cancellation clauses and not 
to the retention of the right to terminate 
the agreement if the transferee does not 
use his best efforts to market the patented 
product 

In defining an “undivided interest,” the 
Senate report excludes “a license limited 
geographically,” thus narrowing the scope 
of Section 1235 as compared with the test 
of Waterman v. Mackenzie, 138 U. S. 252 
(1891), which permitted a geographically 
limited license 

While it is customary for the transieree 
to pay royalties during the period in which 
a patent application is pending, and it would 
seem that such payments should qualify 
under Section 1235, the article holds that 
contrary arguments can be made and ad 
vises that until this problem is resolved 
“It will probably be necessary in order to 
ensure protection under Section 1235 to 
forego payments until the patent has been 
issued or, at least, to classify any prior 
payments as part of the purchase price of 
the patent—that is, advance payments.” 

The article warns of a possible trap for 
investors if the section’s requirement that 
consideration be “actually paid” to the 
creator before the invention is reduced to 
practice is interpreted as excluding the uss 
of negotiable notes or similar forms of 
payment or requiring prior payment of the 
entire consideration 

Where property of speculative value is 
exchanged for the patent, the article fore 
sees problems of proof for the investor, 
since the consideration must be capable of 
“present valuation in monetary terms.” 


Tax Avoidance in Canada 


This is a review of ‘The Role of the 
Courts in Tax Avoidance,"’ by F. E. La 


Brie. University of Toronto Law Journal, 
No. 1, 1955. 


Mr. La Brie is an associate professor, 
Faculty of Law, University of Toronto. 
Influenced by the decisions of the British 
courts, the Canadian judiciary has persist- 
ently reasoned that taxpayers are free to 
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arrange their affairs so as to avoid taxes. “No 
one,” states the author, “has ever seriously 
disputed the fundamental wisdom of this 


judicial approach to taxation, Neither is 
there cause to take exception to the judges’ 
statements reaffirming this freedom to avoid 
taxes, provided that they are treated as 
irrelevant in deciding cases.” 

The gist of the article is that the Cana- 
dian judges, in their zeal to permit the 
taxpayers to be “free to arrange their af- 
fairs so as to avoid taxes,” have bent over 
too far. 

A literal or plain-meaning approach to 
statutory construction originated in 1869 
in the case of Partington v. Attorney-General, 
L.R.4 E. & I. App. It contains two wrong 
assumptions, according to the article. One 
is that Parliament intended either to tax 
or not to tax the subject in the circum- 
stances that are under review. Such a 
crystal-gazing ability is denied by the article. 
The other assumption—that Parliament 
necessarily intended the plain, ordinary 
meaning of the words it used—is denied on 
the basis that words have no meaning that 
exists apart from the purpose for which 
they are being used. The article finds it 
“surprising that courts should deny their 
concern with legislative policy, for it is 
this policy that provides the only sound 
guide to the meaning of the words used.” 

A third idea that originated with the Part- 
ington case is that the “onus is on the 
Crown to bring the taxpayer within the 
obligation to pay tax, or alternatively, that 
the taxpayer is entitled to have the benefit 
of any reasonable doubt that he may raise 
in his favor upon the plain, ordinary mean- 
ing of the language used in the legislation.’ 
Judges have tended more frequently te 
associate this rule of strict construction 
with “the idea that taxpayers are free to 
arrange their affairs to avoid taxes than 
with the idea of fairness to the taxpayer,” 
the article states. Judges are warned that 
the first result of this approach is an unfair 
burdening of other taxpayers, and a final 
result is legislative intervention restricting 
the opportunity of the courts to deal fairly 
with the problem. 

The article concludes: “It is difficult for 
Parliament to impose taxation in a man- 
ner that is fair. Fairness is said to be 
one of the objects of raising revenue by 
taxes imposed on income, or on capital, or 
that are otherwise related to ability to 
pay. But no two taxpayers have exactly 
the same ability to pay. Some differences 
justify different tax treatment. Others do 


Articles 


not. No taxation code can remain com- 
prehensible and at the same time be so 
detailed and complete as to provide special 
consideration for every taxpayer. Neither 
is it possible to foresee every circumstance 
that may arise in order to make advance 
provision to meet it. One possible approach 
is to legislate toward defining an objective, 
leaving the language of this legislation to 
be interpreted by the courts in the light of 
that objective whenever special circum- 
stances arise. Another alternative is to leave 
the consideration and treatment of special! 
circumstances to administrative regulation 
and discretion Retroactive legislation is 
yet another alternative, but general opposi- 
tion to its hardships have confined its use 
to circumstances justifying a reduction in 
taxation. If the alternative of judicial re- 
view and interpretation of the legislation 
cannot be made to work well in practice 
toward attainment of a fair result, it will 
inevitably be replaced either by a return 
to greater power vested in the tax ad- 
ministration, or by a return to all-inclusive 
legislation with the abandonment of all pre- 
tense of attaining a fair result, The system 
of allowing extensive judicial review in 
Canadian income tax law is now showing 
signs of breaking down through refusal of 
our judges to base statutory interpretation 
on legislative policy and their preference, 
through their use of the strict and literal 
approaches to interpretation, to treat the 
taxpayers’ right to avoid taxes as a factor 
relevant to the decision of a case.” 


Joint Property in Estate Planning 


This is a review of ‘The Impact of the 
Internal Revenue Code of 1954 on Es- 
tate Planning,'’ by Catherine B. Cleary. 
Wisconsin Law Review, July, 1955. 


The author is vice president, First Wis- 
consin Trust Company, Milwaukee. 


In discussing the impact of the 1954 Code 
on estate planning, the article takes up, in 
turn, significant changes affecting joint prop- 
erty, methods of setting up trusts so as to 
Save income taxes for the donor, the opet 
ation of the throwback rule, gifts to minors, 
marital deductions and life insurance. This 
review excerpts material from the author’s 
treatment of the changes affecting joint 
property. 

“Under the old law the survivor’s basis 
was the original cost of the property even 
though the entire value of the property was 
subject to federal estate tax in the estate of 
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the first joint owner to die. This worked 
a hardship where property had increased 
substantially in value at the time of the 
death of the first joint owner to die and 
was subsequently sold by the survivor, as 
compared with the tax consequences which 
would have resulted if the property had been 
owned by the decedent in his own name and 
devised by his will.” 

Under Section 1014(b)(9) of the new Code 
“property acquired from the decedent by 
reason of form of ownership” gets 
a new basis at the decedent’s death if the 
property “is required to be included in de 
termining the value of the decedent’s gross 
estate” under the federal estate tax law. 

The author states that “under this section 
if, or to the extent that, the decedent fur- 
nished the consideration for the purchase 
of the joint property, on his death the prop 
erty will acquire a new basis. This section 
by its terms applies only to decedents dying 
after December 31, 1953. In order to carry 
out the legislative intent, the new law 
should be construed to provide that joint 
property acquires a new basis on the death 
of the first joint owner to die even though 
his gross estate is less than $60,000, subject, 
of course, to the requirements as to his fur- 
nishing the consideration for its purchase.” 

Where title was taken to real property 
purchased by one spouse with lis money 
in the names of both as joint tenants with 
rights of survivorship, a taxable gift of one 
half the value of the property occurred 
under the old law. 

“Section 2515 of the new law provides that 
the creation of such a tenancy shall not 
be deemed a transfer for gift tax purposes 
unless the donor elects to have the creation 
treated as a transfer,” the article states. 
“The election must be made by filing a gift 
tax return showing the creation of the joint 
tenancy as a gift even though the amount 
of the gift does not exceed the $3,000 annual 
exclusion provided by Section 2503(b). It 
must be emphasized that the option given by 
Section 2515 not to treat the creation of a 
joint tenancy as a gift is limited to (1) hus 
bands and wives and (2) real property. 

“The real problem posed is under what 
circumstances an election should be made 
to treat the creation of the joint tenancy 
as a gift. With all of the uncertainties 
affecting people, property and federal tax 
laws, in most cases it will probably not be 
advisable to elect to treat the creation of 
such a joint tenancy as a gift. In two cases 
it may be advisable to make the election 
if it seems likely that husband and wife 
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will want to split the proceeds of the ulti- 
mate sale equally. One is the case of prop- 
erty purchased in anticipation of a quick 
appreciation in value and a sale within a 
relatively short period of time. The other 
is the case of property valued at $12,000 or 
less, where, because of the marital deduc- 
tion and the annual exclusion, no gift tax 
will be due but the election will preclude 
the assessment of a gift tax if the property 
should be sold for a higher price while both 
spouses are living.” 


Partnership Agreements 


This is a review of ‘Effect of the New 
Internal Revenue Code on Partnership 
Agreements,"’ by Joseph G. Rucks. 
Oklahoma Law Review, August, 1955. 


Mr. Rucks is a member of the Okla- 
homa bar. 


This article is limited to the necessity of 
considering the elections, available in Sub- 
chapter K of the 1954 Code, in the prepara 
tion of partnership agreements. 

Under Section 761(a) of the Code, all the 
members of an unincorporated association 
may elect not to be treated as a partnership 
for tax purposes. This section removes 
doubt as to whether the ordinary operating 
agreement could exempt itself from taxation 
under the partnership provisions of the 
Code. The article advises, however, that 
as the election of ali the members is re 
quired, “the operating agreement should 
contain a clause to the effect that all mem 
bers elect not to be taxed as a partnership 
The customary clause that ‘nothing herein 
shall ever be construed to create a partner 
ship’ may be insufficient.” 

While the “entity” concept of Section 707, 
treating partner-partnership transactions as 
between unrelated persons, has its advan 
tages, the article cautions that under the 
entity concept, salaries, guaranteed drawing 
accounts or interest paid to partners, to the 
extent they are payable without regard to 
partnership income, are deductible to the part 
nership and are income to the partner 
receiving them. The article states that “gen 
erally it will be desirable to have such pay 
ments payable only from the partnership 
profit and in any event the effect of this 
section should be given careful consider- 
ation when drafting an agreement which 
provides for salaries, guaranteed drawing 
accounts, or interest.” 

Simple partnership agreements where one 
partner contributes money, the other prop- 
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Articles 


erty, can often have undesirable results 
where the property-contributing partner's 
basis is less than the market value. Should 
the partnership decide to sell the property, 
the cash-contributing partner will find him- 
self taxed on half the value of the gain over 
the other partner’s basis. The article ad- 
vises the use of Section 704(c)(2) to prevent 
this result. Under this section, the gain on 
the sale of contributed property can be allo- 
cated to the contributing partner. In the 
same manner, depreciation and depletion 
may be allocated to the partner contributing 
the cash. 

Another election of interest to the cash 
investor occurs where one partner provides 
the capital and the other services. Under 
Section 704(a), the partner providing the 
cash can elect the advantage of the total 
operating loss, where such occurs, as is fre- 
quent in the early years of a new venture. 

“A fifth election available to the partner- 
ship,” reports the article, “is that of adjust- 
ing the basis of partnership property in 
the partnership, remaining after a distribu- 
tion of property, or upon a transfer of part- 
nership interest by sale or death. Section 
754 governs the making the 
election and provides that once made it is ap- 


manner of 


plicable to all transfers of partnership inter- 
ests, until revoked by the partnership.” The 
article says that this election is particularly 
desirable where the assets of the partner- 
ship are such that will likely have a wide 
disparity in basis and value at the date of 
transfer of the partnership interest by death 
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or sale. Examples are given of a partnership 
purchasing oil property upon which oil is 
later discovered. 

Partnership agreements often provide for 
payments from the partnership to a retiring 
partner or to the estate of a deceased part- 
ner. Such payments as liquidate the retiring 
or deceased partner’s share are considered 
as a distribution by the partnership and are 
not deductible by the partnership; however, 
payments in excess of the amount deter- 
mined to be in liquidation are considered 
distributive shares of partnership income, 
are deductible by the partnership and tax- 
able to the recipient, unless the partnership 
agreement provides for such payments for 
good will. The partners, in drawing up the 
agreement, may elect where they want the 
tax to fall by providing or omitting ref- 
erence to good will. <A point for consider- 
ation, mentioned by the article, is that “the 
continuing partners would probably be agree- 
able to larger payments over a longer period 
of time if they are able to deduct such pay- 
ments from the taxable income of the part- 
nership, 

“The important thing is that such alter- 
natives are available at the time the part- 
nership agreement is prepared, and the 
partners, considering their age, their income 
from other sources, the income of their 
beneficiaries, and other items which would 
affect their election as to how they preferred 
such excess payments to be treated, can 
reach a decision which can be included in 
the agreement.” 


PROPOSED RETIREMENT PLAN REGULATIONS 


Public hearings were held in Wash- 
ington on November 15 and 16 re- 
garding the proposed regulations on 
Sections 401-404 of the 1954 Code 

The American Life Convention and 
the Life Insurance 
America in a 


Association of 
prepared joint 
ment suggested the following changes: 

That joint 
all affiliated employers 
just affiliated corporations 
ing plans should not be 
ienced by requiring 


state 


plans be qualified for 
rather than 
That exist- 
inconven 
“average annual 
compensation” to be defined as com 
highest five 
secutive years in connection with the 
37.5 per cent limitation under social 


integration; the 


pensation for the con- 


security alternative 
definition of compensation for a defi 
nite period of one year preceding the 
retirement date by at least five years 
should be reinstated 


Articles 


Senefits in case of early retirement 
should be permitted to be reduced 
by some reasonable rule of thumb 
rather than requiring actuarial precision, 

Restoration of the old 
distributions by 


rule that 
trusts of 
retirement endowment and 
other life insurance contracts are to 
be handled by analogy to the treat 
ment of distributions of annuity con 
tracts—that is, taxing the life insurance 
portion immediately and the annuity 
portion as received. 


exempt 
income, 


In addition, the insurers asked 
clarification on two points not men 
tioned in the regulations: rules to 


govern qualification of profit-sharing 
trusts which buy life insurance, and 
a definition of the “incidental” bene 
fits, such as 
insurance, 


accident 
which 


and health 
may properly be 
included in qualified retirement plans 
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Gain on Foreign Exchange Taxable 


Postponement of payment on foreign 
debt until respective currencies are at 
par results in income. 


A Canadian company was indebteded to 
its parent United States corporation at a 
time when the United States dollar was at 
a premium in Canadian funds. This debt 
was payable in American dollars, and when 
the Canadian dollar rose to par with the 
United States dollar, the Canadian subsidi- 
ary paid its debt to the American parent. 
As it had previously carried this debt as 
accounts payable in United States funds, 
and had provided for the exchange when 
the American dollar was at a premium, the 
payment, at par, resulted in a profit. The 
debt to the American parent, plus the 
amount sufficient to pay the exchange pre- 
mium, was included as an expense in the 
computation of the Canadian company’s 
income, Paying the debt with American 
dollars, at par, took a smaller amount than 
had been provided to liquidate the debt. 
Consequently, the difference between what 
was actually paid and what had been pre- 
viously deducted as accounts payable was 
properly added back to income.—Eli Lilly 
and Company, Ltd, v. Minister of National 
Revenue, 55 DTC 1139, 

Another recent case on this point is that 
of the McBee Company, Ltd. v. Minister of 
National Revenue, 55 DTC 547. The Ca- 
nadian subsidiary of an American company 
received advances from its American parent 
in the form of merchandise inventory, sup- 
plies and other capital items. These ad- 
vances were to be repaid in American funds 
In effect, the Canadian subsidiary would 
have made a profit if the debt to the Amer- 
ican parent had been paid. The assessment 
is referred back to the Minister for him to 
determine the amount of reserve set up by 
the Canadian company to cover the foreign 
exchange transactions and to disallow this 
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reserve, and to compute the Canadian com- 
pany’s income, taking into account debts owed 
at their actual figure in United States funds. 


isolated Transaction Does Not 
Result in Income 


Trees that were felled for the purpose 
of clearing the land and later sold as 
logs do not create income. 


This taxpayer bought a piece of wooded 
property to provide a place in the country 
where he and his family could spend week 
ends. He intended to raise purebred cattle 
on this land, so he cut timber and cleared 
it and sold the logs. 

It was held that the taxpayer did not buy 
the property for the specific purpose of 
selling the logs. It was necessary to cut 
the trees to provide acreage for the con- 
summation of the cattle-raising intention. 
Instead of wasting the felled trees, the tax- 
payer sold them, and this was a reasonable 
course of action which did not create in- 
come nor attract tax.—No. 287 v. Minister 
of National Revenue, 55 DTC 519 


Hybrid Method of Accounting 
Not Acceptable 


Method of keeping books must reflect 
true profits for the year. 


In its tax return for 1951, a company 
deducted from its income an amount for 
uncollected accounts and included in its 
liabilities certain amounts payable. In 1954, 
the Minister reassessed the taxpayer and 
added back the amount of the uncollected 
accounts to the 1951 income. The taxpayer 
claimed that, this method of reporting in- 
come having been accepted in 1951 and 
again in 1952, it could not now be reassessed 
on an accrual basis. It was held, however, 
that the method of computing income for 
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tax purposes must show the taxpayer’s true 
profits for the year. In order to get a true 
picture of profits, the taxpayer must take 
into account both trade debts incurred by 
it and those due to it. As the Minister 
has full power to reassess in order to cor- 
rect errors, he is not bound by previous 
acceptances of the taxpayer’s return.—No 
285 v. Minister of National Revenue, 55 
DTC 515. 


Creating Partnership Interest 


Lending money to a firm does not make 

the lender a partner. 

The taxpayer loaned a sum of money to 
a business in consideration of a share of the 
profits. There were no profits. The taxpayer 
lost his capital and he attempted to deduct 
his loss as a partner. The appeal was dis- 
missed as the relationship of the parties was 
nothing more than that of creditor and 
debtor.—No, 273 v. Minister of National Rev- 
enue, 55 DTC 412 


Condemnation Proceedings 
The expropriation of a leasehold by 
condemnation results in a capital gain. 
The Minister 
received as 


claimed that the amount 
compensation for the expro- 
priation of a leasehold interest should be 
included in the taxpayer’s income. How- 
ever, on appeal, the Minister was reversed 
because the amount that the taxpayer re 
ceived when the leasehold was expropriated 
by the federal government was in the na- 
ture of capital because the leasehold interest 
itself was a capital asset-——Canadian Auto 
mobile Equipment, Ltd. v. Minister of Nattonal 
Revenue, 55 DTC 539 


Canada-Denmark Tax Treaty 


Reciprocal-double taxation treaty signed. 

Canada and Denmark have signed a recip 
rocal agreement designed for the relief of 
double income taxation on residents of the 
two countries. This additional international 
fiscal agreement which Canada has con- 
cluded is similar to the existing tax treaties 
with France, Ireland, etc. Neither of the 
Parliaments concerned has as yet ratified 
this agreement. As usual this new tax con- 
vention will come into force in respect of 
the Canadian tax on January 1 of the year 
in which the treaty is ratified. For the 
Danish tax the effective date of the treaty 
will be April 1 of the year in which ratifi- 
cation is concluded. 


Canadian Tax Letter 


Inventory Liquidation 


When a business is not completely liqui- 
dated, the profit on the inventory is 
taxable. 


A wholesale-hardware merchant sold his 
business in 1952. On the sale considerable 
profit was attributable to the sale of stock- 
in-trade inventory. This was claimed as a 
capital gain. The proceeds from the sale 
of the inventory were part of the proceeds 
from the disposal of his entire business 
The Minister claimed that the business had 
not been completely liquidated and that the 
merchant still remained in 
certain extent. 


business to a 
Appeal dismissed. Evidence disclosed that 
the Minister’s position was sound. The ap- 
peal board stated that there are two views 
respecting the taxability of the proceeds 
from the sale of inventory (prior to 1955) 
when a complete business is sold. The one 
would tax these proceeds presumably be- 
cause the inventory is originally purchased 
with the intention of reselling it at a profit 
and that intention is really carried out one 
way or another. The other view would not 
tax these proceeds, because they are not 
profits arising in the course of operating a 
business, but rather the result of a transac- 
tion which brings the business to an end. 


The legislators have, of course, spiked 
this interesting contrast of views for sales 
made subsequent to April 5, 1955. The amend- 
ment to the act brings Such profits into tax- 
able income.—-Skinner v. Minister of National 
Revenue, 55 DTC 550. 


No Capital Cost Allowance 
on Buildings Cleared from Land 


Where property is acquired for the 
purpose of erecting a building, the 
capital cost deduction will not be 
allowed on the value of the buildings 
wrecked. 


A taxpayer acquired properties adjoining 
his premises for the purpose of expanding 
his business facilities. Three small frame 
houses stood upon the property acquired. 
These were wrecked in the process of clear- 
ing the land. The houses were not acquired 
for the purpose of earning income, but 
merely went with the purchase of the land. 
Their cost was attributable to the cost of 
the land—a nondepreciable asset. — Ben’s 


Limited v. Minister of National Revenue, 55 
DTC 1152. 
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Tax-Wise 


Taxes... 


Tax People... 
Things Taxed... 





Meetings of Tax Men 


The American University.—The eleventh 
annual institute on federal taxation organ- 
ized by The American University will meet 
for eight sessions in the Statler Hotel, 
Washington, D C. The meetings, on De- 
cember 5-7, have been arranged with the 
cooperation of the District of Columbia In- 
stitute of Certified Public Accountants, the 
tar Association of the District of Columbia, 
and the Federal Bar Association. The fee 
for registration in all eight sessions is $25. 


West Virginia Tax Institute—The Sixth 
Annual West Virginia Tax Institute will be 
held December 8-10 at the Daniel Boone 
Hotel in Charleston. 


New Jersey Association of Public Ac- 
countants.—The association will hold its 
sixth annual seminar on federal taxation at 
Essex House, Newark, Saturday, December 
3. Additional information may be obtained 
from Saul Singer, 600 Guarantee Trust 
Building, Atlantic City. 


Minnesota Association of Public Account- 
ants.—The University of Minnesota Exten- 
sion Division will conduct the annual tax 
institute of the Minnesota Association of 
Public Accountants at the university, in 
Minneapolis, December 15-16 


Oregon Society of Certified Public Ac- 
countants.—The sixth annual tax forum to be 
sponsored by the Oregon Society of Certi- 
fied Public Accountants will be held at the 
Columbia Athletic Club in Portland on Sat- 
urday, December 10. There is no advance 
registration. The fee of $3, which covers all 
sessions, is to be paid at the forum. 


Utica College.-—The second tax institute 
of the colleze will be held in Utica, New 
York, on the evenings of December 19-22, 
at 7 p.m. For further information, commu- 
nicate with Professor Joseph J. Bialek at 
Utica College 


New York State Society of Certified Pub- 
lic Accountants. —An institute comprised of 
eight Monday-evening sessions, from Oc- 
tober 3 through November 21, was spon- 
sored by the Buffalo Chapter of the New 
York State Society of Certified Public Ac- 
countants, in conjunction with Millard Fill- 
more College of the University of Buffalo. 
The word “Certified” was inadvertently 
omitted from the name of the sponsoring 
society in our advance notice of the meetings. 


Senator Predicts Tax Cut 


An across-the-board individual income tax 
cut next year of as much as 10 per cent was 
predicted by Senator John Marshall Butler 
of Maryland (Republican) when speaking 
recently before the Maryland Real Estate 
Association at Hagerstown. 

Previous repeal of the excess profits tax 
and the 10 per cent individual income tax 
reduction voted by the Ejighty-third Con- 
gress were said by Butler to have con- 
tributed materially to “an unprecedented 
peacetime prosperity that elevated the living 
standards of all of our people.” 

Praising the Eisenhower Administration 
for eliminating waste in government opera- 
tions and curtailing spending, Senator But- 
ler added: “I am encouraged to believe that 
next year we will see an even brighter 
budget picture which will enable us to again 
lighten the burden on our millions of tax- 
payers. I foresee another across-the-board 
individual income tax reduction of as much 
as 10 per cent.” 

The Administration officials have always 
contended that no tax cut should take place 
until there is a surplus of revenue. With 
corporate profits and individual income run- 
ning ahead of last year’s, a possibility that 
more income taxes will be collected seems 
a certainty. This, coupled with Administra- 
tion officials’ statements that in all likeli- 
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hood the budget will remain in balance for 
the next two fiscal years, forms a good basis 
for making the Senator’s prediction come true. 


Toward a Balanced Budget 


In an address before the National Tax 
Association in Detroit, Under Secretary of 


the Treasury H. Chapman Rose said: 

“We hope to balance the budget in the 
current fiscal year ending next June 30. 
Despite the deficit of $1.7 billion indicated 
by our August estimates, we hope to achieve 
this result in two ways: 
and 


First, by continued 
search for 
Branch—and 


savings in the 
without reducing 
the programs of the Defense Department, 
which are giving us the strongest military 


intensive 
Executive 


posture in our peacetime history; and sec- 
ond, from the possibility of somewhat high- 
er revenues than we anticipated, because of 
the continuation of the good times that we 
are now enjoying. We are opposed to a tax 
cut until we can see where we will get the 
money to finance it. This does not mean 
have to wait until the money is 
actually in hand, but it must be clearly in 
sight. When that comes, we shall 
support a tax cut. But until that time comes, 
it is idle to speculate on the form that it 
might take, because you cannot intelligently 
consider how most equitably to distribute 
tax relief before you have some idea how 
much there might be to distribute.” 


that we 


time 


Judget Director Hughes said, on the oc- 
casion of his recent meeting with President 
Eisenhower, that there is every possibility 
that the budget can be balanced in the next 
two fiscal years. 


Ten-Year Review 
of Highway Expenditures 


This vear (1955) marks the close of a 
decade since the end of World War II, and 
it is interesting to review the trend of high- 
way expenditures during this ten-year pe- 
riod, according to Tax Economics Bulletin, 
published by the American Petroleum Institute. 

Total highway expenditures in 1946 amounted 
to approximately $2.3 billion. Rising steadily 
from that level, expenditures topped the $5 
billion mark in 1952, and this year the Bu- 
reau of Public Roads estimates that the 
total will reach about $7.6 billion. This means 
that during the past ten years the annual 
rate of highway expenditures has more than 
tripled. 

While toll-road financing has helped, the ma- 
jor source of the funds for highway improve- 


Tax-Wise 


ments has been provided by state highway 
user tax revenues. This is especially 
in the case of state highways 

In fact, the and ever-expanding 
growth of state highway user tax contribu- 
tions during the postwar years has been the 
outstanding feature of the highway financial 
picture. By way of illustration: Im 1946 
these taxes provided slightly less than $1.5 
billion for highways, but the Bureau of 
Public Roads estimates that this year $3.3 
billion will be made available 
gasoline and other motor 
highway purposes. 


true 


sharp 


from state 
vehicle taxes for 


Taxes and Labor: 
Never the Twain Shall Meet 


When a car rental agency attempted to 
advance the tax treatment accorded its op 
erations by the Internal Revenue Service as 
an argument for its employees being exempted 
from coverage under the Fair Labor Stand 
ards Act, it got initial approval from a fed 
eral district court, but its argument was 
struck down on appeal. (Mitchell v. Pascal 
System, Inc., 28 Lapor Cases { 69,484 (CA-7, 
October 12, 1955), 26 LABor Cases { 68,568 
(DC IIL, 1954).) 

The goal of the agency’s argument was 
to have itself meet the FLSA’s qualifications 
for exemption as a “retail or service estab 
lishment.” To do that it had to prove that 
75 per cent of its annual dollar volume of 
sales of goods or services (or of both) is not 
for resale. 

One of the 
rental 


sources of revenue for the 
was from the sale of rental 
units, before the end of their useful life, to 
used car dealers 


agency 


The revenue received from 
such sales constituted over half of its annual 


dollar volume. Inclusion of the sum as part 


of its “annual dollar volume of goods or 
services” would clearly place the agency 
under the FLSA. Exclusion of the sum 


would exempt it from coverage 


The agency argued that its real business 
was in renting and leasing cars. Sales to 
used car dealers, it claimed, constituted con 
version of capital assets necessitated by the 
nature of its rental business; profit or loss 
from the activity did not represent income; 
and it had filed income tax returns on that 
theory. According to the 


district court’s 


statement of the facts, the “Treasury De 
partment has checked the defendant’s in 
come tax returns and has approved the 


accounting practice the defendant employed 
in reference to the liquidation of cars used 
in their business.” 


Therefore, the agency 
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argued, the sales of used cars should not 
be counted in its “dollar volume of sales” 
for purposes of the FLSA exemption. 


The circuit court failed to see the connec 
tion. “Section 13(a)(2),” it said, “means 
simply that an establishment is not retail 
if more than 25 per cent of its annual dollar 
volume of sales of goods or services is for 
resale. It does not say that the establishment 
must be in the business of selling particular 
goods before they can be counted, nor do 
we believe that that is a reasonable inter- 
pretation. The section is clear and we see 
no reason to add restrictions that are not 
expressed in the act itself.” 

The court found no reason why “the In- 
ternal Revenue Bureau's treatment of this 
defendant's activities should be binding for 
purposes of the Fair Layor Standards Act.” 
The court said that even ‘f it felt compelled 
by the Revenue Bureau’s action to treat de- 
fendant’s sales of used cars as sales of capi- 
tal assets, it would still have no reason for 
omitting them in determining defendant’s 
right to exemption under Section 13(a)(2). 
This latter statement was directly adverse 
to a conclusion of the district court. 

The cars were regularly sold for resale 
after being used as rental cars for a time. 
“That activity,” said the court, “whether 
conversion of capital assets or not, takes 
defendant's operations out of the term ‘re- 
tail’ as that term is defined in Section 13(a) 
(2) of the Fair Labor Standards Act.” 

Commenting upon the defendant's use of 
the tax treatment of its business as an argu- 
ment in its favor, the court quoted from a 
revenue ruling directly counter to the treat- 
ment defendant claimed it received. 


Revenue Ruling 108, published June 22, 
1953, in Internal Revenue Bulletin No. 13, had 


this to say about car rental agencies: “A 
taxpayer who customarily engages in such 
operations is in the business of dealing in 
automobiles as well as in the business of 
leasing them. Under such circumstances, 
the automobiles constitute ‘property held by 
the taxpayer primarily for sale to customers 
in the ordinary course of his trade or busi- 
ness’ within the meaning of section 117(j) 
of the Code, and any gain from the sale of 
such automobiles may not be treated as a 
capital gain under section 117(j) of the Code.” 


The Sun Never Sets 
on United States Taxpayers 

The Internal Revenue Service plans to 
send representatives to Europe, South America, 
the Far East, Canada and Africa to assist 
United States citizens and others in prepar- 
ing their 1955 federal tax returns. In addi- 
tion, Service officials will be sent to overseas 
Army posts to train military-tax-assistance 
officers who will then assist military person- 
nel during the tax return period 


Tax Role in Industrial Shifts 

“The effect of taxes on industrial location 
has undoubtedly been greatly exaggerated, 
particularly with reference to regional shifts,” 
states the Tax Institute’s recent pamphlet 
discussing industrial location trends and fac- 
tors. The publication is the second in a 
series of issues relating to current economic 
and sociological trends and their impact on 
municipal finance 


Personals 


Paul K. Webster, for the past 13 months 
Assistant Commissioner of Internal Revenue 
in charge of operations, has resigned. Harry 
J. Trainor has replaced him in that office 


City Tax Calendar... 


January 15--Arizona: Phoenix business 
privilege tax reports and payment due. 
Colorado: Denver sales tax reports and 
payment due, Pennsylvania; Erie em- 
ployer withholding tax reports and pay- 
ment due; Scranton employer withholding 
reports and payment due; Scranton em- 
ployer withholding reports and payment 
for school district income tax due. Wash- 
ington: Seattle occupation tax reports and 
payment due; Tacoma occupation tax re- 
ports and payment due. 


January 20-—Louisiana: Baton Rouge sales 
and use tax reports and payment due; 
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New Orleans sales and use tax reports 
and payment due 

January 25—New York: New York City 
conduit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due 

January 30—Utah: Provo merchant and re- 
tailer tax reports and payment due. 

January 31—Missouri: St. Louis employer 
withholding reports and payment due. 
Ohio: Dayton employer withholding re- 
ports and payment due. Pennsylvania: 
Philadelphia withholding tax reports and 
payment due. 
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State Tax Calendar 





The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ALABAMA: January 16—Property reports 


from corporations due (last day). 


ARIZONA: January 31—Withholding re- 


ports and payments due. 


COLORADO: January 31—Employers’ in- 
come tax withholding reports and pay- 
ments due. 


DELAWARE: January 3—Franchise re- 
ports due. January 30—Personal income 
tax fourth installment due. January 31— 
Withholding tax reports and payments 
due 


DISTRICT OF COLUMBIA: January 1— 
Annual license fees from corporations and 
unincorporated businesses due, 


GEORGIA: January 1—License tax reports 


and payment from foreign corporations 
and reports from domestic corporations 


due. 


IOWA: January 25—Corporation 


stock reports due 


capital 


KENTUCKY: January 1—Property tax 
due (last day). January 31—Income tax 
withholding reports and payments due. 


MARYLAND: January 15—Estirnated in- 
come tax fourth installment due. 
31—Reports and 
tax due. 


January 


payments of withheld 


MICHIGAN: January 20—Property tax 
due (last day to pay without 4 per cent 


collection charge) 


State Tax Calendar 
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MONTANA: January 31—Income tax 


withholding reports and payment due. 


NEW MEXICO: January 15—Corporate 
income tax fourth installment due.—Per- 
sonal income tax fourth installment due. 


NORTH CAROLINA: January 30—Prop- 


erty reports due. 


NORTH DAKOTA: January 15—Corpo- 
rate income tax fourth installment due.— 
Personal income 
due. 


tax fourth installment 


OKLAHOMA: January 1—Property tax 


first installment due. 


OREGON: January 15—Excise (income) 
tax fourth installment due.—Personal in- 
come tax fourth installment due. January 
31—Withholding tax pay- 
ments due. 


reports and 


SOUTH CAROLINA: January 31—For- 


eign corporation reports due. 


SOUTH DAKOTA: January 20—Corpo- 


ration annual reports due, 


VERMONT: January 15—Farmers’ income 


tax and income 


January 31— 
Employers’ reports of income tax with- 


held due. 


reports due.—Personal 


tax revised estimate due 


WEST VIRGINIA: January 1—Property 


reports 


from corporations due between 


January 1 and May 1. 


WISCONSIN: January 31--Forest crop 
land acreage share tax due.—Low-grade 
iron ore properties tax due.—Real prop- 
erty tax semiannual installment due. 
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1955 


Annual Index 


Each article appearing in TAXES durin 
author (or authors). In addition, most o 


1955 is indexed below poseniing to title and 
the articles have been listed unde 


r an appro- 


priate general subject heading and Internal Revenue Code sections have been indexed. 


A 
Nov., p. 845. 


Accounting methods 
Sections 452 and 462 
Bright Tomorrow. Oct., p. 711. 
Tax Accounting for Long-Term Contracts. 
Apr., p. 277 


Abatement 


Stormy Past but a 


Accumulated earnings May, p. 370. 
Acquisition of loss corporations _Dec., p. 955. 
Aggressive Tax Policy, An. Apr., p. 297 


Alimony Payments-——-Periodic or Installment? 


June, p. 414. 

Alpert, Irving—The Effect of Long-Term Gains 
on the Personal Holding Company Tax. Nov., 
p. 840. 


Annuities . July, p. 494. 


Apportionment formalas 
Uniform Apportionment Formula for State 
Income Taxes, The. Mar., p. 212 
Uniformity in the Apportionment of Multi- 


state Income: Its Need and the Proper 
Method of Achievement. July, p. 526. 
Are We Parked in a Tax Zone? Feb., p. 115. 


Arent, Albert E.—-Tax Aspects of Buying Loss 
Corporations Under the 1954 Code. Dec., 
p. 955 

Attributes of ownership May, p. 382. 


Authors. Apr., p. 271. 


Avakian, Spurgeon—Rights and 
Taxpayers Suspected of Fraud. 


Remedies of 
Dec., p. 878. 


B 


fZakst, Allan A.—-Does Dissolution Followed by 
Reincorporation Constitute a Reorganization? 


Nov., p. 815. 

Barnes, John Potts—The Government Lawyer: 
His Relation to the Government, the Tax- 
payer and the Taxpayer's Representative. 
Dec., p. 873. 

Berger, Irwin—Did the Revenue Act of 1954 


Emasculate Section 102 


May, p. 370 


of the 1939 Code? 


Bernbach, Harry A.-—-Substantially Dispropor- 
tionate Redemptions Under the 1954 Act. 
Aug., p. 597. 

Blakey, Gladys C., and Blakey, Roy G.—The 
Tax System of Turkey. Mar., p. 225. 


Blakey, Roy G., and Blakey, Gladys 
Tax System of Turkey. Mar., p. 225. 
Blum, Walter J., and Johnson, James P.— 


1913-2013: A Hundred Years of Income Taxa- 
tion. Jan., p. 41. 
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C.—The 


December, 1955 @® 


Bowen, Clark E. 
Federal Timber Taxes Under the New Code. 
Nov., p. 824. 


Salesmen and Taxes. Feb., p. 87 


Bowen, William H.—Politicians, Beware! Sept., 
p. 671. 
Braun, Edgar J. 
Revenue Code. 
Brown, Roy G.—Changes in Deductions Under 
the 1954 Code. June, p. 445. 

Bullock, Thomas M.—Are We Parked in a Tax 
Zone? Feb., p. 115. 

Burns, Joseph W., and Rachlin, 
Trial by Net Worth. 


Business organization 
Should Your Business Be 
Corporation? Apr., p. 258 


The Netherlands Internal 


Oct., p. 766. 


Murray L.— 
Feb., p. 121 


Taxed as a 


To Be Taxed as a Corporation Apr., 
p. 253 
Cc 
Canadian Nonresident-Owned Investment Cor- 
porations. Aug., p. 579. 
Cane, Myles A.—Statutory Abatement Under 


the Federal Tax Laws. Nov., p. 845 
Capital gain and loss 
Capital Gains of Dealers in Real Property. 
Feb., p. 147. 
Effect of Long-Term Gains on the Personal 
Holding Company Tax, The. Nov., p. 840. 
Federal Timber Taxes Under the New Code. 
Nov., p. 824. 
Loss on the Sale of Residential 
Aug., p. 589. 
Capital Gains of Dealers in Real Property. Feb., 
p. 147. 
Carroad, Kenneth, and Handman, Stanley H.— 
The Nondeductibility of Certain Losses, Ex- 
penses and Interest Items. Feb., p. 142. 


Property. 


Carroll, Mitchell B.—Income and Estate Tax 
Conventions with Italy. Sept., p. 684. 

Case for the Declining Balance, The. July, 
p. 502. 

Changes in Deductions Under the 1954 Code. 


June, p. 445. 
Charitable contributions.. Apr., p. 249. 


Chirelstein, Marvin, and Shieber, Benjamin M. 
-Property Previously Taxed Under the Reve- 
nue Act of 1954. Oct., p. 773. 


Chwals, Walter—The Uniform Apportionment 
Formula for State Income Taxes. Mar., p. 212. 


“Claim of Right’’ Doctrine, The. Oct., p. 726. 
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Compensation—compensation plan 

Compensation of Executives Under the 1954 
Code. Jan., p. 7. 

Insurance, Annuities and Other Employee 
Benefits from the Executive's Point of 
View. Dec., p. 964. 

Pension and Profit-Sharing Trusts 
the Internal Revenue Code of 1954. 
p. 30 

Compensation of 
Code. Jan., p. 7. 


Under 
Jan., 


Executives Under the 1954 


Constructive ownership, stock 
Contributions Apr., p. 249. 


Contributions and Distributions of Property in 
Kind to and by Corporations. Dec., p. 938. 
Cooley, Thomas M., II, and Weaver, Henry B., 
Jr.—Excise Tax Refunds on Warranty Costs. 

Sept., p. 647. 
Copyrights Apr., p. 271. 
Corporate distribution and adjustment 

Contributions and Distributions of Property 
in Kind to and by Corporations. Dec., 
p. 938. 

Divisive Reorganizations and Corporate Con- 
tractions. Dec., p. 924. 

Know Thy Kin. June, p. 409 

New Reorganization Definition, The. 
p. 743. 

Some of the Attribution-of-Ownership Prob- 
lems Involved in the Redemption of Stock 
Under the 1954 Code. May, p. 382. 

Stock Redemptions and Constructive Owner- 
ship Problems. Dec., p. 917. 

Substantially Disproportionate Redemptions 
Under the 1954 Act. Aug., p. 597. 
Corporate Executive and the Business Expense 

Deduction, The. Jan., p. 68. 
' Corporate form of doing business 

Should Your Business Be Taxed as a Cor- 
poration? Apr., p. 258. 

To Be Taxed as a Corporation. Apr., p. 253. 

Cox, Fred L.—Uniformity in the Apportionment 
of Multistate Income: Its Need and the Proper 
Method of Achievement. July, p. 526. 

Currency Depreciation in Latin America—its 
Character and Effect on Foreign Taxpayers. 
Jan., p. 52. 

Current Problems in Criminal Tax Fraud. 
p. 749 


Dec., p. 917. 


Oct., 


Oct., 


Db 


Davey, Geoffrey E. R.—Property Exchanged for 
a Promise to Pay an Annuity—Transferee 
Problems. July, p. 494 

Declining balance July, p. 502. 

Deductions 

Case for the Declining Balance, The, July, 
p. 502 


Changes in Deductions Under the 1954 Code. 
June, p. 445. 
Compensation of Executives Under the 1954 
Code. Jan., p. 7. 
Corporate Executive and the Business Ex- 
pense Deduction, The. Jan., p. 68. 
Depreciation for the Farmer. Feb., p. 111. 
Farmers Are Taxpayers, Too. Feb., p. 95 
Leasing Industrial Machinery—Some Tax 
Problems of the Lessee. Feb., p. 138 
Net Operating Loss Deduction as Applied 
to Corporations, The. July, p. 519. 
Politicians, Beware! Sept., p. 671. 
Salesmen and Taxes. Feb., p. 87. 
Taxation of Income from Timber Prop- 
erties. May, p. 336. 


Annual Index 


Bo 


Demolition costs | Feb., p. 115 
Depreciation 
Case for the Declining Balance, The. 
p. 502. 

Depreciation for the Farmer. Feb., p. 111. 
Depreciation for the Farmer. Feb., p. 111. 
Developments in Tax Law Affecting Copyrights 

in 1954. Apr., p. 271 
Did the Revenue Act of 1954 Emasculate Sec- 
tion 102 of the 1939 Code? May, p. 370. 
Disposition of the Revenue from Ohio Sales and 
Use Taxes. Aug., p. 601. 
Disproportionate redemptions 
Distributions in kind Dec., p. 938. 
Divisive Reorganizations and 
tractions. Dec., p. 924. 
Documentary Stamp Taxes: The Twilight Zone 
of Their Application to Large Corporate 
Loans. Aug., p. 605. 

Does Dissolution Followed by Reincorporation 
Constitute a Reorganization? Nov., p. 815. 
Doing Business in The G.m.b.H. 
Oct., p. 759 
Due, John F 
Oct., p. 718 


July, 


Aug., p. 597 


Corporate Con- 


Germany: 


What Is a Taxable Sale Price? 


EK 
Effect of Long-Term 
Holding Company 
Erbacher, Philip J. 
Too. Feb., p. 95. 
Estate planning 
How to Use Sprinkling Trusts. 
One Year of Trust Income ‘Taxation Under 
the 1954 Code. Dec., p. 892. 
Property Previously Taxed Under the 
nue Act of 1954. Oct., p. 773. 


Gains on the Personal 
Tax, The. Nov., p. 840 
Farmers Are 


Taxpayers, 


July, p. 532 


teve- 


Tax Aspects of Providing for Minors in 
Family Property Arrangements Dec., 
p. 909. 


Taxation of Nongrantors Under Trusts for 
Support of Their Dependents. Nov., p. 804. 
Taxation of Trust Income to Grantors and 
Others as Substantial Owners of the 


Property. Dec., p. 899. 
Valuation of Common Stock of Unlisted 
Corporations. Aug., p. 584. 


Estate taxes Oct., p. 773. 


Estimated reserves Oct., p. 711. 
Excise Tax Refunds on Warranty Costs. Sept., 
p. 647 


Excise taxes 
Documentary Stamp Taxes: The ‘Twilight 
Zone of Their Application to Large Cor- 


porate Loans. Aug., p. 605. 
Excise Tax Refunds on Warranty Costs. 
Sept., p. 647. 
Executives 


Compensation of Executives Under the 1954 
Code. Jan., p. 7. 

Corporate Executive and the Business Ex- 
pense Deduction, The. Jan., p. 68. 


Insurance, Annuities and Other Employee 
Benefits from the Executive's Point of 
View. Dec., p. 964. 


Pension and Profit-Sharing Trusts Under 
the Internal Revenue Code of 1954. Jan., 
p. 30, 

Taxability of Fringe Benefits, The. Mar., 
p. 173. 


Expenses not deductible 
Extraordinary income 


Feb., p. 142. 
May, p. 353 
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Farmers Are Taxpayers, Too. Feb., p. 9% 
Feb., p. 111. 


Timber Taxes Under the New Code. 


Farmers, depreciation 
Federal 
Nov., p. 824. 
Felt, James H.—Tax 
Losses. May, p. 327. 
Fisher, Glenn W.—Toward a Theory of Per- 
sonal Income Tax Jurisdiction. May, p. 373. 
Fisher, Glenn W., and Groves, Harold M.— 
State Multiple Taxation of Personal Income 
Re-examined. Jan., p. 36. 
Fleming, Austin 
One Year of Trust Income Taxation Under 
the 1954 Code. Dec., p. 892. 
Present Status of the Marital 
Mar., p. 167. 
Mar., p. 191. 


July, p. 487 


Effects of Hurricane 


Deduction. 


Foreign bonds 
Foreign corporations 


Foreign taxation 
Canadian Nonresident-Owned 
Corporations. Aug., p. 579. 
Currency Depreciation in Latin America— 
Its Character and Effect on Foreign Tax- 
payers. Jan., p. 52. 
Doing Business in Germany: 
Oct., p. 759. 
Income and Estate Tax Conventions with 
Italy. Sept., p. 684. 
Netherlands Internal 
Oct., p. 766 
Tax Inducements for Doing 
Haiti. Aug., p. 567. 
Tax System of Turkey, The. 
Frank, Walter C.—Know Thy Kin. 


Fraud 
Current Problems in Criminal Tax Fraud. 
Oct... p. 749, 
Rights nd Remedies of Taxpayers Sus- 
pected of Fraud. Dec., p. 878. 
Trial by Net Worth. Feb., p. 121. 
Friedman, Joel Irving; Mannheimer, 
and Wheeler, Henry Lamont, Jr 
Gifts of Life Insurance by the 
Apr., p. 299 
How to Use Sprinkling Trusts 


Fringe benefits . Mar., p. 173. 


Investment 


The G.m.b.H 


Revenue Code, The. 


Pusiness in 


Mar., p. 225. 
June, p 409. 


Albert; 
Insured. 


July, p. 532. 


Gas . Apr., p. 289. 


Sidney—The 
Oct., p. 726. 


Gifts of Life Insurance by the Insured. 
p. 299. 


Germany 


Gelfand, 


“Claim of Right’ 
trine, 


Doc- 
Apr., 


Oct., p. 759. 


Gilman, Frederick S.—Current Problems in 
Criminal Tax Fraud. Oct., p. 749. 

Government Lawyer, The: His Relation to the 
Government, the Taxpayer and the Taxpayer's 
Representative. Dec., p. 873. 

Graichen, Raymond E.—The Net Operating 
Loss Deduction as Applied to Corporations. 
July, p. 519. 

Groves, Harold M., and Fisher, 
Multiple Taxation of Personal 
examined, Jan., p. 36. 
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Glenn—State 
Income Re- 


December, 1955 ® 


H 
Haiti Aug., p. 567. 


Halprin, Paul, and Spilky, Abraham H —Olda 
Section 275(c) and Special Situations. Mar., 
p. 215. 

Hammonds, Oliver W., and Ray, George E.— 
Oil Payments Revisited: Current Income Tax 
Status of Oil Payments. May, p. 349. 

Handman, Stanley H., and Carroad, Kenneth— | 
The Nondeductibility of Certain Losses, Ex- 
penses and Interest Items. Feb., p. 142. 

Holzman, Robert S.—The New Reorganization 
Definition. Oct., p. 743. 

How to Obtain Treasury Department Rulings 
May, p. 346. 


How to Use Sprinkling Trusts. 
Hurricane losses May, p. 327. 


July, p. 532 


Income and Estate Tax Conventions with Italy 
Sept., p. 684. 

Insurance 

Gifts of Life Insurance by 
Apr., p. 299. 

Insurance, Annuities and Other Employee 
Benefits from the Executive’s Point of 
View. Dec., p. 964. 

Life Insurance Planning Under the 
Revenue Code. June, p. 450. 

Taxation of Proceeds of Use and Occupancy, 
or Business Interruption, Insurance. June, 
p. 430. 

Insurance, Annuities and Other Employee Bene- 
fits from the ixecutive’s Point of View 
Dec., p. 964. 

Interest not dediwrtible Feb., p. 142. 


Israeli Bond Ruling, The: Legislation by Ad- 
ministrative Fiat? Mar., p. 191. 


Italy  Sept., p. 684. 


the Insured 


New 


J 


Janin, Harry—The Israeli Bond Ruling: Legis- 
lation by Administrative Fiat? Mar., p. 191. 

Jensch, Charles C.—Documentary Stamp Taxes 
The Twilight Zone of Their Application to 
Large Corporate Loans. Aug., p. 605 

Johnson, James P., and Blum, Walter J 
1913-2013: A Hundred Years of Income Taxa- 
tion. Jan., p. 41. 


K 
Know Thy Fin. June, p. 409. 
Koch, Alfred P.—The ‘Treasury's 
Counter: Contributions. Apr., p. 249 


Kumiler, William L.—Contributions and Dis- 
tributions of Property in Kind to and by 
Corporations. Dec., p. 938. 


Bargain 


L 
Landman, J. Henry 
Tax Inducements for Doing 
Haiti. Aug., p. 567. 
Taxability of Fringe Benefits, The 
p. 173. 


Leasing Industrial Machinery—-Some Tax Prob- 
lems of the Lessee. Feb., p. 138. 

Lerner, Joseph—yYields of Oil 
Overrides. June, p. 421. 


Business in 


Mar 


Payments and 
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Life Insurance Planning Under the New Reve- 
nue Code. June, p. 450. 

Lindquist, John R.—Pension and Profit-Sharing 
Trusts Under the Internal Revenue Code of 
1954. Jan., p. 30. 

Lipscomb, Owen—Oil and Gas Under the New 
Law. Apr., p. 289. 


Long-term contracts. Apr., p. 277. 
Loss on the Sale of Residential Property. Aug., 
p. 589. 
Losses 
Loss on the Sale of Residential Property. 
Aug., p. 589. 
Net Operating Loss Deduction as Applied 
to Corporations, The. July, p. 519. 
Nondeductibility of Certain Losses, Ex- 
penses and Interest Items, The. Feb., 
p. 142. 
Tax Effects of 
Lurie, Alvin D. 
Modern ‘49ers. 


Hurricane Losses. 


May, 


The Messrs. Gross and Morton: 
Sept., p. 666. 


M 
Maney, John F.—Valuation of Commodi Stock 
of Unlisted Corporations. Aug., p. 584. 
Mannheimer, Albert; Wheeler, Henry Lamont, 
Jr.; and Friedman, Joel Irving 


Gifts of Life by the Insured. 
Apr., p. 299. 

How to Use Sprinkling Trusts. 
Marital deduction Mar., p. 167. 
Marks, Alfred Lind—An Aggressive Tax Policy. 

Apr., p. 297. 

Martin, James W.—Valuation of Railroads for 
Ad Valorem Taxation. Aug., p. 619. 

McNaughton, John T.—To Be Taxed as a Cor- 
poration. Apr., p. 253. 

Merritt, Robert L.—Taxation of Proceeds of 
Use and Occupancy, or Business Interruption, 
Insurance. June, p. 430. 

Messrs. Gross and Morton, The 
Sept., p. 666. 

Meyers, William, and Schwartz, 
Depreciation for the Farmer, Feb., p. 111. 

Miller, Middleton—Insurance, Annuities and 
Other Employee Benefits from the Executive's 
Point of View. Dec., p. 964. 

Dec., p. 909. 

Moore, Carl L.—Should Your Business Be Taxed 
as a Corporation? Apr., p. 258. 

Mortgage Foreclosures by Savings Institutions. 
Mar., p. 221. 

Munsche, Richard C.—The Need for an Inter- 


national Business Corporation Concept. July, 
p. 487. 


Insurance 


July, p. 532. 


Modern ‘49ers. 


Joseph J.— 


Minors 


N 


Nance, Willis D.—Taxation of Trust Income to 
Grantors and Others as Substantial Owners 
of the Property. Dec., p. 899. 


Need for an International Business Corporation 


Concept, The. July, p. 487. 

Net Operating Loss Deduction as Applied to 
Corporations, The. July, p. 519. 

Net worth Feb., p. 121. 


Netherlands Internal Revenue Code, The. 


Oct., 
p. 766. 


Annual Index 


New Reorganization 
p. 743. 


Newlin, Carl A., Jr.—Leasing Industrial Ma- 
chinery—Some Tax Problems of the Lessee. 
Feb., p. 138. 


1913-2013: 
tion. 


Definition, The Oct., 


A Hundred Years of Income Taxa- 
Jan., p. 41. 


Nondeductibility of Certain Losses, Expenses 
and Interest Items, The. Feb., p. 142. 
Northwest Airlines Revisited. Sept., p. 659, 


Oo 


Ohio sales tax. Aug., p. 601. 
Oil and gas 
Oil and Gas Under the New Law. 
p. 289. 
Oil Payments Revisited: Current Income 
Tax Status of Oil Payments. May, p. 349. 
Yields of Ojl Payments and Overrides. 
June, p. 421. 
Oil and Gas Under the New Law. Apr., p. 289. 
Oil Payments Revisited: Current Income Tax 
Status of Oil Payments. May, p. 349. 
Old Section 275(c) and Special Situations. 
p. 215. 
One Year of Trust Income Taxation Under the 
1954 Code. Dec., p. 892. 
Orem, Preston D.—Capital Gains of Dealers in 
Real Property. Feb., p. 147. 
Crin, Richard M.—Alimony Payments 
or Installment? June, p. 414. 
Osmond, Donald C.—The Corporate Executive 
and the Business Expense Deduction. Jan., 
p. 68. 


Apr., 


Mar., 


Periodic 


A 
Nov., p. 793. 
Patents—see also copyrights. 
Patents Under Code Section 1235. 
Pavitt, William H., Jr.—-Patents Under Code 
Section 1235. Apr., p. 265. 
Pennell, John S.—Divisive Reorganizations and 
Corporate Contractions, Dec., p. 924. 
Pension and Profit-Sharing Trusts Under the 
Internal Revenue Code of 194. Jan., p. 30 


Partnerships 


Apr., p. 265. 


Pensions 
Pension and Profit-Sharing Trusts 
the Internal Revenue Code of 1954. 
p. 30. 
Taxability of Fringe Benefits, The. 
p. 173. 
Personal holding company. . Nov., p. 840. 
Picard, Fred—Disposition of the Revenue from 
Ohio Sales and Use Taxes. Aug., p. 601. 
Pilpel, Harriet F.—Developments in Tax Law 
Affecting Copyrights in 1954. Apr., p. 271. 
Politicians, Beware! Sept., p. 671. 
Practice and procedure 
Government Lawyer, The: His Relation to 
the Government, the Taxpayer and the 
Taxpayer's Representative. Dec., p. 873 
How to Obtain Treasury Department Rul- 
ings. May, p. 346. 
Old Section 275(c) and Special Situations. 
Mar., p. 215. + 
Statutory Abatement Under the Federal Tax 
Laws. Nov., p. 845. 


Under 
Jan., 


Mar., 
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Present Status of the Marital Deduction. 
p. 167 

Property Exchanged for a Promise to Pay an 
Annuity—Transferee Problems. July, p. 494. 

Property Previously Taxed Under the Revenue 
Act of 1954. Oct., p. 773. 

Puente, J. I.—Currency Depreciation in Latin 
America—Its Character and Effect on Foreign 
Taxpayers. Jan., p. 52. 
and Sales 
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Mar., 


Purchases 


of Corporate Businesses 
Dec., p 


Rachlin, Murray, and Burns, Joseph W.—Trial 
by Net Worth. Feb., p. 121. 

Railroads p. 619. 

Ray, George E., and Hammonds, 
Oil Payments Revisited: Current Income Tax 
Status of Oil Payments. May, p. 349 

Real estate dealers Feb., p. 147. 

Redemptions 

Some of the Attribution-of-Ownership Prob- 
lems Involved in the Redemption of Stock 
Under the 1954 Code. May, p. 382. 

Stock Redemptions and Constructive Owner- 
ship Problems. Dec., p. 917 

Substantially Disproportionate Redemptions 
Under the 1954 Act. Aug., p. 597. 


Aug., 
Oliver W 


Reorganizations 

Divisive Reorganizations and Corporate Con- 
tractions. Dec., p. 924. 

Does Dissolution Followed by Reincorpora- 
tion Constitute a Reorganization? Nov., 
p. 815 

New Reorganization Definition, The. 
p. 743 

Purchases 
nesses 


Oct., 


and Sales 
Dec., p. 948. 
Tax Aspects 


of Corporate Busi- 


of Buying Loss Corporations 
Under the 1954 Code. Dec., p. 955. 
Returns Mar., p. 215. 
Rights and Remedies of Taxpayers Suspected of 
Fraud. Dec., p. 878. 

Roesken, State 
p. 131 
Rothschild, 
clining 


Edward Tax Trends. Feb., 


Richard M 
Balance 


The Case for the De- 
July, p. 502. 


Taxation of 
May, p. 336. 


Compensation of Executives 
1954 Code. Jan., p. 7. 


Rowen, James R 
Timber Properties 

Rudick, Harry J 
Under the 


Income from 


8 


Sale of business  Nov., p. 793. 
Sales and exchanges Nov., p. 793. 


Sales Tax Charts as Time-Saving Devices. 
p. 50. 


Salesmen and Taxes 


Jan., 


Feb., p. 87. 
Schlesinger, Norman E 
by Savings Institutions 


Schwartz, Joseph J., and Meyers, 
Depreciation for the Farmer. 


Scott, Frank, C.—The Strange Case of Com- 
missioner v. Linde. Sept., p. 675. 


Section 1(b) (2) (A) (i) (1954) June, p. 409. 


Mortgage Foreclosures 
Mar., p. 221. 


William— 
Feb., p. 111. 


Section 1(b)(2)(B) (1954) 
Section 1(b)(3)(A) (1954) 
Section 2(b) (1) (BB) (1954) 
Section 41 (1939) Feb., 
Section 61 (1954) Mar., 
Section 62 (1954) Feb., 
Section 63 (1954) 
Section 7i‘e)(1) (1954) 
Section 72 (1954) 
Section 74 (1954) 
Section 102 (1939) 
Section 102 (1954) 
104 (1954) 
1L7(f) (19239) 
126 (1939) 
141 (1954) 
144 (1954) 


May, 
Mar., 
Section Mar., 
Section 
Section 
Section 
Section 
Section 
Section 


Jan., 
Feb., 
Feb., 


151(e)(3) (1954) 
152(a) (1954) 
152‘a) (8) (1954) 
162(a) (1954) 

p. 138. 

165(a) (1939) 
165(a) (1954) 
165(e) (1954) 


Seetion 167 (1954) 
June, p. 502 


Section 170 (1954) 
Section 
Section 
Section 
Section 


Section Ju 
Section 
Section 

Feb., 
Section 
Section 


Section 


Ja 


Feb., 
Apr., 


172 (1954) Apr., 
172(b) (1954) 
172(d) (1954) 
174(a) (1954) 
175 (1954) Feb., 
214(e) (1) (1954) 
214(e)(2) (1954) 
Section 243 (1954) 
Section 244 (1954) 
Section 245 (1954) 
Section 246(b) (1954) 
Section 262 (1954) 
Section 264 (1954) Feb., 
267 (1954) Feb., 
Section 267(c) (4) (1954) 
Section 275(¢) (1939) 


Section 302 (1954) 
Dec., p. 917. 


Section 312(j) (1954) 
Section 317(b) (1954) 
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Payments and Overrides. June, 
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Federal Tax Calendar 


January 16 (January 15 is a Sunday) 


Due date of final payment of 1955 calen- 
dar-year estimated tax by individuals 
(other than farmers) who have pre 
viously made declarations and who «d 


1O 


not wish to file a final return by Janu 
ary 31, 1956. Due date of declaration 
and full payment of estimated tax for 
calendar year 1955 by farmers who are 
not filing final returns by February 
15, 1956 


Due date, by general extension, of returns 
for the fiscal year ended July 31, 1955, 
in the case of (1) foreign partnerships, 
(2) toreign corporations which main- 
tain othces o1 places of business in the 
United States, (3) domestic corporations 
which transact their business and keep 
their records and books of accounts 
abroad, (4) domestic corporations whose 
principal income is from sources within 
the possessions of the United States 
and (5) American citizens residing ot 
traveling abroad, including persons in 
the military or naval service on duty 
outside the United States. (Regulations 
118, Section 39.53-3(a).) Forms: (1) 
Form 1065; (2)-(4) Form 1120; (5) 
Form 1040 


Monthly information returns of stock 
holders and of officers and directors of 
foreign personal holding companies due 
for December. Form 957. (Code Sec- 
tion 6035.) 


Due date for delivery to the local district 
director of internal revenue, by stamp 
depositaries of the United States, of 
requisitions for all stamps purchased 
during the preceding month, with state- 
ment showing stamps on hand at begin 
ning and end of such month and stamps 
sold during that month. Payment also 

due for proceeds of sales of stamps sold 

during preceding month 

71, Section 113.142.) 


(Regulations 


In the case of an estate, due date of 
fourth quarterly payment of income 
tax for calendar year 1954 where in 
stallment-payment method of payment 
as elected (Regulations 118, Section 
39.56-1(b)(3).) 


January 31—— 


Due date of return for the quarter ending 
December 31, 1955, of excise taxes on 


safe deposit boxes; transportation of 


oil by pipeline; telephone, 


telegraph, 
radio and cable messages and Services; 
transportation of persons; admissions, 
dues and initiation fees; gasoline, lubri- 
cating oils and matches; sales by manu- 
facturers, including sales of pistols and 
revolvers; processing of certain oils; 
sales by the retailer; manufacture of 
sugar; transportation of property; and 
diesel fuel. However, if, and only if 
the return is accompanied by deposi 
tary receipts (Form 537, 


Receipt 1o1 


Depositary 
Federal Excis« Taxes), 
showing timely deposits, in full pay 
ment of the taxes due for the entire 
quarter, the return may be filed on 
or before the tenth-day of February. 
Form 720 (Regulations: Part 477— 
Return and Payment of Certain Excise 
Taxes.) 


Employers’ quarterly returns and pay- 
ment (by depositary receipts or cash) 
of the following taxes for the fourth 
quarter of 1955: (1) employees’ tax 
withheld under Code Section 3201, (2) 
employers’ tax under Code Section 3111 
and (3) income tax on wages withheld 
under Code Section 3402. With respect 
to such taxes for December, the em- 
ployer may either include with his 
return (Form 941) direct remittance to 
district director or attach to such re- 
turn a depositary receipt for the amount 
validated by a federal reserve bank. 
Where the return on Form 941 is ac- 
companied by depositary receipts (lorm 
450), showing timely deposits, in full 
payment ot the taxes due for the entire 
quarter, the return may be filed on or 
before February 10. (Regulations 120, 
Sections 406.601, 406.606.) 


Last day for employer to furnish each 
employee with a statement on Form 
W-2 of wages paid during 1955 and 
the total amount of the taxes withheld 
under Code Sections 3201 and 3402. 
(Regulations 120, Section 406.501(a).) 
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